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F you have a corporation to be organ- 
| ized for a client to-day, why follow, 

in erecting the corporate structure, 
precedents and forms of bygone years 
that may deprive your clients of many of 
the corporate advantages that modern 
corporation laws have made possible 
and modern corporation attorneys per- 
fected? There are ideas for issuance 
and retirement and special preferences 
of preferred stock that make financing 
easier; ideas for alternate directors, 
Management committees, etc., that 
make for more efficient control in emer- 
gencies; ideas for avoiding friction, 
speeding up corporate action, safeguard- 
ing minorities, etc., that make a modern 
corporate structure as superior in many 
respects to the model of a few years ago 
as the corporation was superior to the 
partnership. The greatest corporations 
in America have been organized by their 
attorneys through The Corporation 
Trust Company, and the greatest minds 
among America’s corporation attorneys 
place their corporation business always 
through this company. Hence the best 
precedents for any detail of corporate - 
structure are available to you when 
you use this company’s services in 
incorporation. 
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With the services of The Corporation 
Trust Company it is as easy nowadays for 
a lawyer to incorporate or qualify a cor- 
poration, amend its certificate, withdraw 
it, or dissolve it, or reinstate it, in the far- 
thermost state or territory, or any Cana- 


virtually that many extensions of each 
lawyer’s own office when he has any cor- 
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Taxable Income Under the 
Sixteenth Amendment 


By BERNHARD KNOLLENBERG* 


RIOR to the enactment of the Sixteenth 

Amendment, income derived from property 

could not be taxed by the Federal Government 
unless the tax was apportioned amongst the states 
according to population. Only income from busi- 
ness, from professions and from other personal serv- 
ices could be taxed without regard to census or 
enumeration? The Sixteenth Amendment changed 
this by providing that: 

The Congress shall have power to lay and collect taxes 
on incomes, from whatever source derived, without appor- 
tionment among the several States, and without regard to 
(Italics ours.) 

The question of what constitutes “incomes” within 
the meaning of the Sixteenth Amendment is one 
which the United States Supreme Court has been 
| called upon to consider again and again. But a 
number of important questions of income taxation 
are still not finally settled, perhaps the most funda- 
mental of which is whether the entire proceeds, or 


only the profit, from a sale of property is taxable as _ 


“income” under the Amendment. 


The only general test laid down by the Supreme 
Court for the determination of the meaning of “in- 
comes” as used in the Amendment is “the commonly 
understood meaning of the term which must have been 
in the mind of the people when they adopted the Six- 
teenth Amendment to the Constitution.’ 


Applying this test to the question referred to, it 
would appear that the Court must hold that income 
from the sale of property means the gain (and only 
the gain) derived from the transaction. Certainly 
ifa man bought a piece of property for $50,000 and 
later sold it for $60,000, he would regard the income 
from the sale as being not $60,000, but $10,000—the 
profit from the sale. If the proceeds of sale were 
less than the cost, there would be a loss—the antith- 

* Of the New York Bar. 

* Art. I, Sec. 9 of the Constitution. 

2 Pollock v. Farmers’ Loan and Trust Co., 157 U. S. 429, 15 Sup. Ct. 
673, (1895) and (on re-hearing) 158 U. S. 601, 15 Sup. Ct. 912 (1895). 

3 Merchants’ Loan and Trust Co. v. Smictanka, 255 U. S._ 509, 519, 
41 Sup. Ct. 386, 389 (1921). See also Lynch v. Hornby, 247 U. S. 339, 
343, 344, 38 Sup. Ct. 543, 545 (1918), and the dissenting opinion of 


Mr. Justice Holmes in Eisner v. Macomber, 252 U. S. 189, 219, 40 
Sup. Ct. 189, 197 (1920). 


esis of “income” in the ordinary sense of the word. 
Of course, the phrase “gross income” is sometimes 
used as a synonym for “proceeds” but it is the inter- 
jection of the adjective “gross” which is responsible 
for this particular meaning. 

This view is sustained by a long line of Supreme 
Court opinions beginning with Doyle v. Mitchell 
Bros. Co.* decided in 1918. In the Mitchell Bros. Co. 
case, the Court, in construing the meaning of the 
word “income” as used in the Federal Corporation 
Excise Law of 1909, which imposed a tax based on 
income, rejected the Government’s contention that 
the Treasury Department could treat as “income” 
the entire proceeds from the sale of the Company’s 
timber. The Court in that case said :*# 

Yet it is plain, we think, that by the true intent and 
meaning of the act the entire proceeds of a mere conver- 
sion of capital assets were not to be treated as income. 
* * * As was said in Stratton’s Independence v. Howbert, 
231 U. S. 399, 415: “Income may be defined as the gain 
derived from capital, from labor, or from both combined.” 

Understanding the term in this natural and obvious 

sense, it cannot be said that a conversion of capital assets 
invariably produces income. If sold at less than cost, it 
produces rather loss or outgo. 
The Court reiterated its adherence to its foregoing 
definition of “income” in Southern Pacific Co. v. 
Lowe,> Goodrich v. Edwards® and Bowers v. Ker- 
baugh-Empire Co.," all dealing with income tax laws 
enacted after the Sixteenth Amendment. 


In all the cases above referred to, the question at 
issue was the meaning of the word “income” as used 
in a particular statute, rather than the meaning of 
the word “incomes,” as used in the Sixteenth 
Amendment, but in the Kerbaugh-Empire Co. case, 
Mr. Justice Butler, writing the opinion, said: 

“Income” has been taken to mean the same thing as 
used in the Corporation Excise Tax Act of 1909, in the 


4247 U. S. 179, 38 Sup. Ct. 467 (1918). 
4a Tbid. at 184, 38 Sup. Ct. at 469. 
5 247 U. S. 330, 335, 38 Sup. ct 540, 542 (1918). 
®255 U. S. 527, 535, 41 Sup. Ct. 390, 391 (1921). 
7271 U. S. 170, 174, 46 Sup. Ct. 449, 451 (1926). 

















































Sixteenth Amendment and in the various revenue acts sub- 
sequently passed. * * * After full consideration, this Court 
declared that income may, be defined as gain derived from 
capital, from labor, or from both combined, including profit 
gained through sale or conversion of capital. (Italics ours.) 

However, the Supreme Court’s recent denial of 
certiorari in Newman, Saunders & Co., Inc., v. The 
United States* and in Osburn California Corporation v. 
Welch®* creates grave doubt as to the Supreme 
Court’s present attitude with respect to this ques- 
tion. 


The facts in the Newman, Saunders & Co. case, as 
set forth in the Court of Claims’ Findings of Facts, 
were as follows: In 1922 Newman, Saunders & Co., 
Inc., acquired certain securities worth $288,140 from 
the firm of Isidore Newman & Son. These securities 
had cost the transferors, who, after the transfer, 
were in control of the corporation, $191,309.33. The 
corporation paid for the assets, not in cash, but by 
the issuance of shares of its capital stock having a 
par value and an actual value of $288,140. In 1924, 
the corporation sold the securities in question for 
$408,392.45. Its actual gain on the sale was 
$120,252.45, being the excess of the selling price, 
$408,392.45 over cost $288,140. The company re- 
ported this gain as its taxable income from the sale. 
The Commissioner of Internal Revenue, pursuant to 
Section 204 (a) (8) of the Revenue Act of 1924,° 
held that the taxable profit to the corporation from 
the sale of the securities must be computed not on 
the basis of their cost to the corporation, $288,140,% 
but on the basis of their cost to the prior owner of 
the securities, $191,309.33. The “profit” as so com- 
puted, was $217,083.12—$96,830.67 more than the 
corporation’s actual profit from the sale. 


The Court of Claims sustained the constitution- 
ality of the statute, and the Supreme Court, as pre- 
viously stated, denied certiorari. 


We believe that the opinion and decision of the 
Court of Claims in the Newman, Saunders & Co. 
case is unsound and that its assertion that “the pre- 
cise question involved in this case has been com- 
pletely settled by the decisions of the Supreme 
Court,” was utterly unjustified. The decisions cited 
in support of this statement were United States v. 
Phellis,° Irwin v. Gavit™ and Taft v. Bowers,’? none 
of which in fact settled the question at issue. 


The Phellis case held that a dividend paid in stock 
of a subsidiary company is taxable, the same as a 
dividend paid in any other kind of property. The 
Gavit case held that the entire amount of the income 
paid to a tenant for years under a testamentary trust 
was taxable to her. The Taft case held that the pro- 
vision requiring a donee of property to compute the 
taxable profit from a sale of the property on the ba- 
sis of the cost to the donor, is constitutional. 


36 F. (2d) 1009 (1929); cert. den. 281 U. S. 760, 50 Sup. Ct. 460 
(1930) 


8a 39 F. (2d) 41 (1930); cert. den. 51 Sup. Ct. 28 (1930). 

® 43 Stat. 259, 26 U. S. C. 935. Section 204 (a) (8) of the Revenue 
Act of 1926 [44 Strat. 15, 26 U. S. C. 935] and Section 113 (a) (8) 
of the Revenue Act of 1928 [45 Srar. 820, 26 U. S. C. 2113] contain 
the same provision. 

% In Marr v. United States, 268 U. S. 536, 45 Sup. Ct. 575 (1925), 
the Court held that the receipt of stock having a market value of 
$400,000, issued by a corporation in a reorganization, was equivalent 
to a receipt of cash of that amount. 

257 U. S. 156, 42 Sup. Ct. 63 (1921). 

11268 U. S. 161, 45 Sup. Ct. 475 (1925). 

2278 U. S. 470, 49 Sup. Ct. 199 (1929). 
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Obviously the decision in the Phellis case has no 
immediate bearing on the present question. Nor are 
the Taft and Gavit cases decisive, because in both of 
those cases the taxpayer was a donee, i.e., had paid 


nothing for his property—and consequently had no 


constitutional right to any deduction whatsoever on 
account of capital outlay. 


The Court of Claims, in its opinion in the New- 
man, Saunders & Co. case, made no mention whatso- 
ever of Edwards v. Cuba Railway Co.,* strongly 
relied on by the taxpayer. In the Cuba Railway Co. 
case, the Supreme Court held that the sums received 
by the Company, a New Jersey corporation, from the 
Cuban Government, as a subsidy towards the con- 
struction of the Company’s line in Cuba, were not 
subject to Federal income tax. The Court held that 
the money received constituted a recoupment of part 
of the Company’s outlay and, as such, was not tax- 
able as income. This decision obviously has a direct 
bearing on the question at issue in the Newman, 
Saunders & Co. case, and the Court’s failure to dis- 
cuss it emphasizes the weakness of the opinion in 
that case. 


In the Osburn California Corporation case the 
Circuit Court of Appeals for the Ninth Circuit sus- 
tained the constitutionality of Section 204 (a) (8) 
on the ground that this provision merely involves a 
permissible disregard of the corporate fiction. Con- 
ceding that Congress could in appropriate cases ig- 
nore the corporate fiction and treat the corporation 
as identical with its stockholders, Congress cannot 
both recognize and disregard the corporate entity in 
the same income tax statute. This was established 
by he Macomber case, in which Mr. Justice Pitney 
said :*4 


We must treat the corporation as a substantial entity 
separate from the stockholder, not only because such is 
the practical fact but because it is only by recognizing 
such separateness that any dividend—even one paid in 
money or property—can be regarded as income of the 
stockholder. Did we regard corporation and stockholders 
as altogether identical, there would be no income except 
as the corporation acquired it; and while this would be 
taxable against the corporation as income under appro- 
priate provisions of law, the individual stockholders could 
not be separately and additionally taxed with respect to 
their several shares even when divided, since if there were 
entire identity between them and the company they could 
not be regarded as receiving anything from it, any more 
than if one’s money were to be removed from one pocket 
to another. 


All of our income tax laws have been founded 
upon the recognition of the corporate fiction, as il 
lustrated by the fact that the corporation is taxed 
on its income as a separate person and the individual 
stockholders are not taxed on the corporate income 
as such but only on dividend payments, if any, by 
the corporation to them. The Phellis case, relied on 
by the Government and the Court in the Newman, 
Saunders & Co. case, as sustaining the Govern- 
ment’s position, is, in fact, in favor of the taxpayer's 
position in that case, because the Phellis case em- 


13268 U. S. 628, 45 Sup. Ct. 614 (1925). 
13a Supra note 88. 


4 Eisner v. Macomber, supra note 3 at 214, 40 Sup. Ct. at 195. 
















The 
nan 


ten 
fror 
limi 
the 

Sixt 


247 1 





§ E 


5 
208 
ae” oT 


ew- 
tso- 
gly 

Co 


enna SS BOT ION 


ved 

the 
‘on- 

not 
that 
part 
tax- 
rect 
man, 
dis- 


n in 


- the 
sus- 

(8) 
res a 
Con- 
S ig- 
ation 
mnot 
ty in 
ished 
itney 


entity 
ich is 
nizing 
zid in 
of the 
olders 
except 
ald be 
appro- 
could 
ect to 
e were 
- could 
r more 
pocket 


unded 
as il 
taxed 
vidual 
ncome 
ny, by 
lied on 
wan, 
rovern- 
payer's 
se em- 






























= 







































March, 1931 


phasizes how completely our Federal income tax 
statutes recognize and incorporate the corporate 
fiction. 


The Treasury Department maintains that, since 
the statute exempts the stockholder from tax on ex- 
changes of property for stock or securities of a con- 
trolled corporation, the provision requiring the 
corporation to take the transferor’s cost basis in such 
exchanges is necessary to prevent tax avoidance. 
This position is, we believe, not justified. 


This statute does not permanently exempt the 
stockholder from tax on the profit, if any, from the 
exchange. It merely defers the accounting for the 
profit until a later event. It provides that the tax- 
payer must take as his cost basis for the new stock, 
not the current value of the stock, but the amount 
which he originally paid for the property exchanged. 
(Section 113 (a) (5) of the 1928 Act.) Consequently, 
if and when the stock is sold, the appreciation on the 
property prior to its exchange for the stock is re- 


) flected in computing the profit or loss from the sale 


of the stock. 


If Section 113 (a) (5) is not sufficient protection 
for the Treasury, the requirement that the corpora- 
tion must take the stockholder’s cost basis might 
well be retained but in a form limiting the provision 


» to property sold, say, within one year after its ac- 


quisition by the corporation. This would be ample 
protection against abuse of the so-called reorgani- 


| zation provisions. Assuming that Congress has 
| power to adopt legislation, otherwise unconstitu- 
| tional, for the purpose of protecting the effectiveness 
| of its general scheme of taxation, it cannot, in the 
| guise of a protective measure, enact a catch-all pro- 
» vision which goes far beyond the bounds necessary 
) for the protection sought. 


If, as we believe is the case, Congress may tax 


| as income only the gain, and not the gross proceeds, 


from the sale of property, the following collateral 
questions remain to be considered: 


1. Is the taxable income limited to income ac- 
crued since March 1, 1913? 

2. Is taxable income limited to net income, i.e., 
to the amount remaining after all expenses 
incurred in connection with a given transac- 
tion or business have been deducted? 

3. Must losses from unprofitable transactions be 
allowed as an offset against incomes from 
profitable transactions ? 


These questions will be discussed in the order 
named. 


(1) Is the taxable profit from the sale of property 
acquired by the vendor before March 1, 1913, 
limited to profit which has accrued since March 
1, 1913? 


The Court’s language in a number of earlier cases 
tended to indicate that it would hold that income 
from the sale or other disposition of property is 
limited to such portion, if any, of the profit from 
the sale as has accrued since the adoption of the 
Sixteenth Amendment.'*# None of the decisions go 


aap 
Ma Southern Pacific Co. v. Lowe, supra note 5, and Lynch v. Turrish, 
247 'U. S. 221, 38 Sup. Ct. 337 (1918). 
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this far, however, and in the recent case of Lucas 
v. Alexander, the Court speaks of the question as if 
it is still an open one. 


On principle, it would seem that the power of 
Congress to tax “incomes” is not limited to a tax on 
income accrued after March 1, 1913. There is no 
such limitation in the language of the Amendment 
itself and we can perceive no sound basis for read- 
ing these words into the Amendment. Applying the 
test of the ordinary man’s conception of income, it 
seems reasonably clear that, unless some lawyer 
had called his attention to the point, the ordinary 
man would not conceive of the actual gain from the 
sale of property as being any the less gain, because 
the gain had accrued wholly or in part before the 
adoption of the Sixteenth Amendment. The only 
way in which such a conception could be worked 
out would be on the assumption that, in the case of 
property owned at the time the Sixteenth Amend- 
ment was adopted, the owner considered the then 
value of the property, rather than its cost, as his 
capital investment in the property for Federal in- 
come tax purposes. But this view of the signifi- 
cance of March 1, 1913, value has been‘ definitely re- 
jected by the Supreme Court.’® 


The question is, at present, academic, because, 
beginning with the Revenue Act of 1916, Congress 
has expressly exempted from tax all gains accrued 
prior to March 1, 1913. But for the reasons set 
forth above, there appears to be nothing in the 
Amendment to prohibit Congress from taxing the 
entire actual profit from the sale of property owned 
by the vendor as of. March 1, 1913, without reference 
to the March 1, 1913, value of the property, and the 
Alexander'® case indicates that the Supreme Court 
would not feel itself bound by precedent to reject 
this view. 


(2) Is taxable income limited to net income, i. e., to 
the amount remaining after all expenses in- 
curred in connection with a given transaction or 
business have been deducted? 


In ordinary parlance, “income,” if not otherwise 
qualified, connotes net income—not gross income. 
To a business or professional man the “income” of 
his business or profession means net profits, not 
gross receipts. As previously pointed out, the Su- 
preme Court has held that the word “incomes” was 
used in the Sixteenth Amendment in its “commonly 
understood sense.” Consequently, as an original 
question, it would appear that “incomes” as used in 
the Amendment, means net income. 


There are, however, two decisions of the Supreme 
Court which look squarely the other way. These 
are, Tyee Realty Co. v. Anderson" and Stanton v. Bal- 


tic Mining Co.,1® which will be discussed in the order 
named. 


The Income Tax Act of 1913 limited the deduc- 
tion for interest paid by corporations to interest on 
an amount “not exceeding one-half of the sum of 


15 279 U. S. 573, 49 Sup. Ct. 426 (1929). 


16 Goodrich v. Edwards, supra note 6; United States v. as, «4 


U. S. 98, 45 Sup. Ct. 426 (1925); McCaughn v. Ludington, 268 
106, 45 Sup. Ct. 423 (1925). 
16a Supra note 15. 
11 240 U. S. 115, 36 Sup. Ct, 281 (1916). 
18240 U. S. 103, 36 Sup. Ct. 278 (1916). 







































































its interest-bearing indebtedness and its paid-up 
capital stock outstanding at the close of the year.” 
Under this provision, the Tyee Realty Company was 
required to pay tax on a statutory “income” of 
$7,064 for 1913, although its actual net income, af- 
ter deducting the full amount of interest paid, was 
only $564. The company attacked the constitu- 
tionality of this provision on the ground that the 
provision violated the Fifth Amendment by pro- 
ducing an unreasonable classification, and on the 
further ground that “incomes” as used in the Six- 
teenth Amendment meant the actual net income 
from a business or transaction, whereas the provi- 
sion in question imposed a tax on an amount in 
excess of the true net income. 


The Supreme Court sustained the constitution- 
ality of the provision. Chief Justice White wrote a 
brief opinion, stating :7** 

But we need not now enter into an original considera- 
tion of the merits of these [the taxpayer’s] contentions, 
because each and all of them were considered and adversely 
disposed of in Brushaber v. Union Pacific R. R., 240 U. S. 1. 


This statement of Chief Justice White is not in 
accord with the facts. In the Brushaber case, the 
Court passed upon the point as to the Fifth Amend- 
ment; but the Court had no occasion to pass upon, 
and did not even discuss, the contention urged at 
great length and with much force by counsel in the 
Tyee Realty case, that “incomes” in the Sixteenth 
Amendment means net income. 


The Baltic Mining Co. case also arose under the 
income tax law of 1913, which limited the deduction 
for depletion of mines to “5 per centum of the gross 
value at the mine of the output for the year.” The 
Mining Co. claimed that the taxable income as com- 
puted pursuant to this limitation in the statute ex- 
ceeded the actual net income of the company and 
that Congress could not tax as income an amount 
in excess of the net income of the taxpayer. 


The facts, as brought out in the briefs,?® showed 
that the depletion’ allowed to the appellant by the 
Commissioner covered the entire cost to it of the 
minerals extracted during the year and that it had 
not been taxed on an amount exceeding its net in- 
come. But Chief Justice White, writing the opinion 
of the Court, held that, for purposes of review, the 
Court must accept as true the taxpayer’s allegation 
that the tax was based on an amount in excess of 
the actual net income. And approaching the case 
on this basis, the Chief Justice sustained the tax on 
the ground that :1% 

. the provisions of the Sixteenth Amendment conferred 
no new power of taxation but simply prohibited the pre- 
vious complete and plenary power of income taxation pos- 
sessed by Congress from the beginning from being taken 


out of the category of indirect taxation to which it inher- — 


ently belonged and being placed in the category of direct 
taxation subject to apportionment by a consideration of 
the sources from which the income was derived, that is 
by testing the tax not by what it was—a tax on income, but 
by a mistaken theory deduced from the origin or source 
of the income taxed. 





18a Supra note 17, at 117, 36 Sup. Ct. at 282. 


See especially page 5 of the Appellant’s Supplemental Brief in the 
Supreme Court. 


a Supra note 18, at 112, 113, 36 Sup. Ct. at 281, 
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This opinion, of course, completely begs the ques- 
tion raised by the taxpayer’s counsel, which was that 
gross receipts as such are not “income” and that, in 
order to determine what part, if any, of such re- 
ceipts are income, it is necessary to look at the 
source from which the receipts are derived. 


The opinion quoted above was virtually overruled 
by the decision of the Court in the Cuba Railway Co. 


case,!®> in which the Court held that amounts re- 


ceived by the Railway were not taxable income, 
because the Court (looking at the source) found 
that the receipts in question were merely a recoup- 
ment, pro tanto, of a capital outlay of the Company. 


The question of whether “income” means net in- 
come is of present practical importance because of 
the provision in Section 114 (b) (1) of the Revenue 
Act of 1928 [45 Start. 821, 26 U. S. C. 2114] and 
Section 204 (c) of the Revenue Acts of 1924 [43 
Stat. 260, 261 U. S. C. 935] and 1926 [44 Star. 
16, 26 U. S. C. 935] imposing limitations on the al- 
lowance for depreciation and depletion of property 
acquired by a corporation in connection with a corpor- 
ate reorganization. In view of the fact that the Court 
in the Tyee Realty Co. case ignored the issue of consti- 
tutionality raised by the Company’s counsel, and, in 
the Baltic Mining Co. case, based its decision on a 
process of reasoning which has since been rejected 
(in the Cuba Railway Co. case), the Supreme Court 
may well hold, if again confronted with the question, 
that “incomes” as used in the Sixteenth Amendment 
means net income.”° 


(3) Must Congress permit losses to be offset 
against gains from other transactions? 


Assuming that Congress is required to permit 
the deduction of expenses in computing the taxable 
income from a given transaction, is Congress also 
required to permit the taxpayer to reduce the tax- 
able gain from one transaction by the loss from 
another? 


The decision of this question would seem to turn 
on whether the Amendment refers to income in a 
general sense or whether it refers to the income of 
specific persons during a defined period of time. The 
English statutes have, for the most part, been 
framed along the lines of taxing income as such 
without reference to the recipient. The American 
law, with unimportant exceptions, has been framed 
on the basis of taxing persons and of taxing them 
with reference to the amount of income received by 
them within a given period (usually a year) of 
time. The fact that the Sixteenth Amendment uses 
the plural form “incomes” is substantial indication 
that the word “income” is not used in the general 
sense of (quoting the Century Dictionary) “that 
which comes in to a person” but in the narrower 
sense of “emoluments regularly accruing either in a 
given time, or, when unqualified, annually.” 


It is somewhat surprising that this question was 
not presented to the Supreme Court under the 1913 
Income Tax Act, inasmuch as that Act (Paragraph 


(Continued on page 120) 
1% Supra note 13. 


It is interesting to note that in the case of Independent Life In 
surance Co. v. Commissioner, 17 B.T.A. 757 (1929), the United States 
Board of Tax Appeals assumed, as a matter of course, that the ex- 
penses of conducting a business must be allowed as a deduction by 
Congress in taxing income. 
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What Is Income for New York 


Franchise Tax Purposes 


By Ratpu.S. MARSHALL* 


the perplexing question of. what to include 

in the measure of income in computing the 
annual franchise tax imposedgby the State of New 
York. 

The Supreme Court of the Unitéd States held in 
Educational Films Corp. of America v. Ward that in- 
come from copyrights is to be included in income. 
Does this indicate that exempt bond interest is to be 
included in computing the tax for 1924 and subse- 
quent years though previously excluded? The New 
York State Tax Commission answers “Yes,” others 
say “No,” but how will the courts decide? An ap- 
proach to the solution is largely historical for only 
by a thorough consideration of the franchise tax law 
as amended from 1917 to date, and of the courts’ 
decisions may one arrive at a solution. It is my pur- 
pose to trace the statutory, administrative and judi- 
cial development of the phrase “entire net income” 
in order to furnish a suggestion to the answers, if 
not the answers themselves, to many of the various 
questions which that term raises, and to indicate a 
few of the other more important questions. 


\ RECENT court decision has again reopened 


Nature of Tax 
Article 9-A is as a rule viewed as a tax on cor- 
porate income similar to the tax imposed on indi- 
viduals by the State of New York. It is an annual 
franchise tax assessed for the year. beginning No- 


} vember Ist. 


In 1917 the tax law of New York State was 
amended and designed to tax annually every manu- 
facturing and mercantile corporation (a) a domestic 
(New York) corporation for the privilege of exer- 
cising its franchise in this state, and (b) a foréign 
corporation for the privilege of doing business in this 
state. In 1919 Article 9-A was enlarged to include 
all corporations doing business in this state except 
certain real estate and holding companies, public 
utilities, banks and trust companies. Corporations 
subject to this tax were not assessed on personal 
property or capital stock. The period covered by an 
assessment was for the tax year beginning Novem- 
ber lst. The rate for 1917 and 1918 was 3 per cent 
and for subsequent years 414 per cent of the entire 
net income or portion thereof taxable within the 
state. 

Where the corporation transacts its entire busi- 
ness within this state, no apportionment of income 
is made. For corporations maintaining places of 
business both within and without New York State, 
the amount of income to be allocated to this state 
is generally the percentage of the income that the 
total value of the New York accounts receivable 
arising from the sale of personal property and from 
services performed, real ache peak de tangible personal 


* Accountant, New York City. 
1 Decided January 12, 1931. 





property and shares of stock of other corporations 
bears to the total wherever located. The growing 
realization that a fixed formula for apportionment of 
the tax will not always produce an estimate of in- 
come reasonably assignable to this state has moti- 
vated the legislature to giving broad powers to the 
Commission. “However, in determining the entire 
net income, for purposes of equitable taxation under 
this article of the tax law, the tax commission may. 
include income from any source, provided only that 
the assets from which the income arose shall be 
included in the segregation for the purpose of com- 
puting the tax.” 


Statutory Development of the Law 

Section 208 “Definitions” made no reference to 
income until 1919 when it stated that the term “en- 
tire net income” meant the total income before 
deductions for Federal income or profits taxes or 
losses for prior years. In 1923 provision was made 
to exclude dividends from certain banks, trust com- 
panies and other moneyed capital. By an amend- 
ment to the law in 1924 it was stated, that “entire 
net income” meant the total net income, including 
all dividends on stock except from banks and 
moneyed capital and for the first time, all interest 
received from Federal, state, municipal or other bonds 
before deducting Federal and foreign taxes, and prior 
year losses. The income from banks and moneyed 
capital was again included in entire net income for 
1927, and foreign taxes were not an allowable de- 
duction under Section 208, but under Section 209 the 
restriction was removed. 


Section 209, “Franchise Tax on Corporations 
Based on Net Income” first provided that corpora- 
tions should pay an annual franchise tax; computed 
upon the basis of its net income for the preceding 
year upon which income the corporation was re- 
quired to. pay a tax to the United States. In 1918 a 
retroactive amendment changed that portion of Sec- 
tion 209 to read “which income is presumably the 
same as the income upon which such corporation iS 
required to pay a tax to the United States.” In 
1919 the words “net income” were changed to “en- 
tire net income,” to agree with Section 208. wf 

Again in 1924 Section 209 was amended and pro- 
vided that a corporation’s tax was to be computed 
upon the basis of its entire net income as above, plus 
any income received as dividends on stocks or any 
interest received on bonds of any character and 
without deduction for taxes paid to the Federal 
Government and to any foreign country. 


‘Tax Commission’s Development of Definition of 
“Income” 

Let us consider the construction given to Article 

9-A by the State Tax Commission as indicated by 

the questions asked in its annual reports. For the 
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tax years 1917 and 1918 the “net income” called 
for on tax reports was to be identical with that 
reported to the Federal Government, and if changed 
or corrected such revised amount was to be reported 
to the Tax Commission. The 1919 report asked for 
the “entire net income” as shown by the return to 
the Federal Government. No questions were asked 
concerning other income not included in the entire 
net income. In addition to the entire net income, 
the 1920 report asked for the amount of dividends 
received from certain domestic and foreign corpora- 
tions, and, for the first time, the amount of interest 
received from Federal obligations not included in 
entire net income. 

In 1921, 1922 and 1923 reports there were three 
questions, each subdivided, relative to bond interest. 
The first question was “If a New York corporation, 
state the amount of interest received from federal 
and other obligations included in entire net income 
and the amount not included therein.” The second 
question asked for similar information if not a New 
York corporation. The third question requested the 
amount of interest received from such securities held 
in New York. In the 1924-1929 reports, but one 
question was asked relative to bond interest ; namely, 
the amount of interest received from Federal, state, 
municipal and other obligations not included in en- 
tire net income, and for 1930, corporations were 
asked to report separately the amount held and in- 
terest received from Federal, New York State, New 
York State Municipal and other bonds. 


Court Decisions 


A number of court decisions have been rendered 
adjudicating some of the many questions which 
have arisen under Article 9-A. Reference will first 
be made to the cases which have a direct bearing 
and broad application to the proportioning factors 
(accounts receivable, real property, tangible personal 
property and stocks) and secondly to income. In 
Societe Anonyme Des Amiuns Establishments v. 
Knapp,’ the court said that under the 1917 law each 
class of accounts receivable was to be included but 
once in the numerator and denominator of the frac- 
tion. In Alpha Portland Cement Co. v. Knapp,’ the 
law for 1917 and 1918 as applied to a foreign corpora- 
tion was under review and the Court of Appeals 
held (a) that it was invalid to include in the income, 
all dividends received from stocks of other corpora- 
tions whose value was restricted in the prescribed 
basis used to determine the income allocated to New 
York, the remedy being to remove the restriction 
injected in 1918, and (b) that it was invalid to ex- 
clude the value of bonds from the factors by which 
income including bond interest was to be appor- 
tioned, the remedy being to exclude completely the 
income from such intangibles. 

In the case of Northern Finance Corp. v. Law,‘ and 
of Gaston & Co., Inc. v. Gilchrist, both taxpayers 
were New York corporations having their only busi- 


2191 App. Div. 701. 
3230 N. Y. 48. 
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ness Office in this state. Both had substantial in- 
vestments in stocks of other corporations the situs 
of which was wholly or partly without New York 
State. The taxes, as affirmed, were based upon en- 
tire net income without apportionment. If these 
corporations had regularly transacted a part of their 
business without the state, they would have been 
entitled to apportionment and the stock factor would 
probably have come into play especially for the Gas- 
ton Company, whose investment in shares of stock 
was that of its subsidiary corporations operating in 
foreign countries. ° 


That the accounts receivable, real and tangible 
personal property used to determine the percentage 
are not absolute and may be modified, eliminated, or 
an entirely new formula substituted, finds support 
in the case of Gorham Manufacturing Co. v. State 
Tax Commission® and of The Studebaker Corp. of 
America v. Gilchrist.” 


The above cases have to do primarily with the 
segregation factors. The cases dealing with income 
which, on account of their scope, are important are 
next to be considered. In Barcalo Mfg. Co. v. Knapp,* 
the courts ruled that Federal income and excess 
profit taxes should not be deducted from the net 
income in computing the New Yofk franchise tax 
for 1918. For 1919 and subseqent tax years the law 
specifically states that Federal taxes are not to be 
deducted. 


The Court of Appeals’ decision of December 4, 
1923 in the case of Standard Oil Co. of N. Y. v. Law,’ 
affected many domestic and foreign corporations. 
As applied to this corporation the court held (a) 
that foreign taxes were a proper business expense 
deductible from gross to find net income; and (b) 
that bond interest was to be included only to the 
extent that such income was included in gross in- 
come reported to the Federal Government. In this 
case the assessments made for the tax years begin- 
ning November 1, 1919 and 1920 were under review. 
Referring directly to the words “entire net income” 
and their definition as intended by the legislature, 
the court in part said: “The idea was to replace 
the Federal definition of ‘net income’ by one of our 
own—one having, with two exceptions specified and 
those two only, a meaning generally understood. Net 
income is gross income less proper deductions, a 
rule that may be readily applied by the Commission 
and by the courts.” Further on in the opinion it 
stated: “The interest on the United States bonds 
should have been included unless they came within 
the exception mentioned in subdivision 4 of Section 
213-b of the Federal statute. It does not appear 
that they do otherwise as to the other interest. It 
forms no part of the gross income and should not be 
considered.” 


As defined by the Federal Income Tax Law, gross 
income of a corporation did not include (a) interest 
on obligations of a state or any political subdivision 
thereof; (b) interest on certain obligations of the 
United States; (c) interest on securities issued un- 


6266 U. S. 265, affirming 274 Fed. 975. 
7244 N. Y. 114. 
3277 N. Y. 64. 
®237 N. Y. 142. 
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der the provisions of the Federal Farm Loan Act of 
July 17, 1916, and (d) value of property acquired by 
gift, etc. 

The Supreme Court of United States held, in the 
case of Educational Films Corp. of America v. Ward,?° 
that Article 9-A has always been “sufficiently broad 
to include income from copyrights within the mea- 
sure of the tax; and neither before nor after the 
amendments did it make any mention of copyrights 
or their income. There is nothing to suggest that 
the legislature could at any time have had in mind 
the addition of income from copyrights to the meas- 
sure of the tax, or that the statute or the amendments 
were adopted ‘for the very purpose of subjecting’ it 
‘pro tanto to the burden of the tax,’ which was declared 
to be the vice of the statute in Macallen Co. v. Mas- 
sachusetts, * * *. That the royalties play some part 
in the measure of the tax is the result of the applica- 
tion of the general language of the statute to par- 
ticular circumstances to which the statute makes no 
specific reference.” 


The Supreme Court had previously pointed out in 
this opinion that: 


The decision of this Court in Macallen Co. v. Massachus- 
etts," upon which appellant relies, was not such a depar- 
ture. That case did not overrule Flint v. Stone Tracy Co.” 
Instead, the opinion rested the decision on the distinguish- 
ing fact that the tax exempt securities were included in 
the measure of the franchise tax by virtue of an amendment 
of the taxing statute which, it was held, was specifically 
intended to reach the income from tax exempt national 
and municipal bonds which had previously not been in- 
cluded in the measure of the tax * * *. 

1 Decided January 12, 1931. 


11279 U. S. 620 (1929). 
12220 U. S. 107 (1911). 























THE TAX MAGAZINE 93 


Illustration of the Development 


A comparative computation of the tax will illus- 
trate how the law has been generally applied to date. 
The essential facts are assumed to be as follows: 


A company was incorporated under the laws of 
Delaware, its several manufacturing plants and sales 
offices were located in New York State and else- 
where. On January 1, 1925 its head and financial 
office was moved from New York City to Chicago, 
and the segregation of certain assets was as follows: 


Everywhere N.Y. State 
Accounts receivable arising from sale of 
(a) Goods manufactured by it in this 


es AU one, claws arenes Glee 51,000 $ 51,000 

(b) Goods manufactured by it without 
herp Niaiss Saleen ica: 124,000 34,000 
| SES Ae ae te ea 552,000 231,000 
Tangible personal property .......... 1,373,000 724,000 
TARA Aa ie cien corare, a $2,100,000 $1,040,000 


Stocks of other corporations segregated 
on the basis of physical property.$ 500,000 None 


A general analysis of its annual income assumed 
for all years was 


LS ERE Se eee ae nen SC eer eee $525,000 
Dividends received not included in income........ 170,000 
Interest received on public bonds included in income.. 11,000 
Interest received on public bonds not included in 

OS ae Ea er, ey eee i iy P= 18 Selene 5,000 


Taxes paid foreign countries not included in income 10,000 


Two computations of the tax for the years 1917- 
1930 are shown below, (1) the Tax Commission’s 
original method for computing the tax, and (2) as 
modified on account of court decisions and other- 
wise. 








COMPARATIVE COMPUTATION 

















1921 1924 1927 
Tax Year Beginning Nov. 1 1917 1918 1920 1922 1923 1925 1926 1930 
STATE’S ORIGINAL METHOD 
ey a ere er $695,000 $695,000 
2 Entire Net Income ........... $695,000 $525,000 $525,000 $525,000 $525,000 $525,000 $525,000 
3 Less—Bond Interest.......... 
Oe EMMONE. | yas ois ces oes 11,000 11,000 
Sn Si ven eee eee 514,000 514,000 
6 Dividends ee Sate ee athe yh dg 170,000 170,000 170,000 170,000 170,000 170,000 
7 Exempt Bond Interest ........ 5,000 5,000 5,000 5,000 
8 I Ni ii i Rate rails ll 684,000 684,000 700, 700,000 700,000 700,000 
—New York 
: hype a EE ag ng nee ae 40.5 45.4 45.4 45.4 40.0 40.0 40.0 40.0 40.0 
10 Amount Allocated ............ 281,475 315,530 315,000 310,536 273,600 280,000 280,000 280,000 280,000 
11 AW Bond Interest. :..... - 20: 16,000 16,000 
12 co Re epee, eer nore reer 326,536 289,600 
Be Gr Sis hea eee ahead 3.0 a... 4.5 4.5 4.5 4.5 4.5 4.5 4.5 
2 &. Peer 8,444 9,466 14,175 14,694 13,032 12,600 12,600 12,600 12,600 
AS MODIFIED TO DATE 
i  - — Bale eeR ayes 695,000 695,000 
2 Entire Net Income ............. 695,000 525,000 525,000 525,000 525,000 525,000 525,000 
3 Less—Bond Interest 
not Exempt 11,000 11,000 11,000 11,000 
_. ). eerrerc res 10,000 10,000 10,000 10,000 10,000 
5 SED Yo diennaceied «ah bchior gorda 684,000 684,000 685,000 515,000 515,000 515,000 525,000 514,000 504,000 
6 Disdends SESE nO 170,000 170,000 170,000 170,000 170,000 170,000 
7 Exempt Bond Interest .......... 5,000 
8 . -- PAAR ee er ee ee 685,000 685,000 685,000 700,000 684,000 674,000 
Percentage—New York 
ee eS a rae ee 40.0 40.0 40.0 40.0 40.0 40.0 40.0 40.0 40.0 
10 Amount Allocated ............ 273,600 273,600 274,000 274,000 274,000 274,000 280,000 273,600 269,600 
i ee ers 3.0 3.0 4.5 4.5 4.5 4. 4.5 4.5 4.5 
A AEE GE TOE i... cs cece 8,208 8,208 12,330 12,330 12,330 12,330 12,600 12,312 12,132 
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A few brief comments on the preceding computation 
may crystallize the practical effect of the changing 
law and decisions to date. 

Line 1 “Net Income.” The amounts shown for 
1917 and 1918 are the same as reported to the Fed- 
eral Government for the accounting periods ending 
prior to July 1, 1917 and 1918 and include all divi- 
dends received. Though the reports for the first 
three tax years made no reference to dividends re- 
ceived, nevertheless, if dividends were received and 
not included in the Federal net income all such ex- 
cluded dividends were to be included in the compu- 
tation of this tax. 


Line 2 “Entire Net Income.” For 1919 the amount 
is the sum of the net income and dividends received, 
and for subsequent years it is the net income as re- 
ported to the Federal Government. 


Line 3 “Bond Interest not Exempt.” We have as- 
sumed that $11,000 was received from government 
securities, all of which was included in the net in- 
come. For the years 1920-1922, the Tax Commis- 
sion’s original method was to deduct all bond interest 
from the income before determining the amount of 
income allocated to New York State. It would then 
add to the allocated income both the non-exempt and 
exempt interest from bonds held or employed in 
New York State and multiply the total by 4% per 
cent to obtain the tax. 


It will be observed that, as modified, all bond 
interest received has been excluded from net in- 
come in computing the tax for 1917 and 1918. A 
similar deduction has not been made for 1919-1925 
whereas for 1926-1930 the deduction has been taken 
for the reason that the head office and securities 
were moved to Chicago on January 1, 1925. It is 
important to note the contrast in the courts’ treat- 
ment of income from bonds of a New York corpora- 
tion (Standard Oil Co. of N. Y. v. Law,™) whose 
principal office was in New York State with that of 
a foreign corporation (Alpha Portland Cement Co. v. 
Knapp,*) whose principal office was not in this 
state. 

Line 4 “Foreign Taxes.” ‘The report form pre- 
pared by the Tax Commission has never asked di- 
rectly for the amount of taxes paid to foreign 
countries. Foreign taxes are a proper deduction for 
all years except 1924, 1925 and 1926. 

Line 6 “Dividends.” All dividends received 
to December 31, 1918, are assumed to have been 
included in the net income reported to the Federal 
Government, hence, are included in the income re- 
ported to New York State for the tax years 1917, 
1918 and 1919. After 1919 all dividends received and 
not included in income should be reported in answer 
to this question. 


Line 7 “Exempt Bond Interest.” Under the 
state’s original method exempt bond interest for 
1920-1922 was added to the amount of other bond in- 
terest not exempt and the total, line 11, added to the 
allocated income, line 10, this total, line 12, being 
taxes at 414 per cent. The computation as modified to 
reflect the decision in the case of Standard Oil Co. of 


18 237 N. Y. 142. 
14230 N. Y. 48. 
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N. Y. v. Law,” eliminates exempt bond interest for all 7 
years up to-1924 and the bond interest not exempt ff 
is apportioned. Due to the change in the definition 
of “entire net income” in 1924, to include interest re- 
ceived from all bonds, the Tax Commission computes 
the tax on the total net income including the exempt 
bond interest. 


Line 9 “Percentage of New York Assets to Total.” f 
By duplicating the accounts receivable in the segre- 
gation of assets for 1917 the percentage that the 
New York assets bears to the total is 40.5. By 
eliminating the duplication the percentage is re- 
duced to 40.0. For the years 1918, 1919 and 1920 
corporations were to report the average total actual 
value of shares of stock of other corporations owned 
by it. In computing the percentage as directed un- 
der Section 214 the value of such stock could not ex- 
ceed ten per cent of the value of the real and tangible 
personal property. This restriction was held invalid, 
the effect being to reduce the percentage from 45.5 
to 40.0. Line 10 “Amount Allocated.” This line 
shows the estimated amount of income accruing 
from business transacted within New York State. 

In the above illustration we have assumed that the 
prescribed formula measures with a reasonable de- 
gree of accuracy the income accruing from business 
transacted within this state. Further modification 
may accrue as a result of court decisions dealing 


with bond interest especially for years 1924 and 
1925. 


Ate ere! 


Question of Exempt Bond Interest 


Prior to 1924, the courts held that exempt bond 
interest was not properly included in the gross in- 
come. It was the only class of interest excluded. 
By the 1924 amendment, exempt bond interest was 
the only class of interest brought into the computa- 
tion. Will the courts approve of the obvious pur- 
pose of this amendment or rule against the state as 
in Macallen Co. v. Mass.'*? 


From a practical viewpoint all bond interest re- 
ceived by corporations from securities not held, 
used or employed in the business transacted in New 
York is excluded for the reason that if the value of 
such securities is included in the segregation of as- 
sets the tax would be less than if such securities and 
related income are eliminated from the computation. 
This point is illustrated in the modified computation 
of the taxes for 1926-1930. 


Other Unanswered Questions 


Of far greater importance than the bond interest 
question is the solution of those cases where the 
question is whether or not a foreign security cor- 
poration is in New York State for franchise tax pur- 
poses and if so what percentage of its income should 
be taxed. Consider for example foreign corporations 
whose capital is invested in securities, in cash loaned 
on call, etc., having its only business office, let us 
say, in New Jersey and keeping its securities and 
cash in both states. If this class of corporation has 
made itself liable to the New York franchise tax, 
clearly the prescribed formula, designed as a measure 
for manufacturing and mercantile corporations, is not 

(Continued on page 116) 


18 237 N. Y. 142. 
16 279 U.S. 620. 
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Reasonableness, The Basis 
for Depreciation 


By Max Ro inik * 


I 


ANY of the difficulties confronting the ac- 
M countant would vanish if he had to prepare 
income statements, say, once in every decade 
instead of once in every year. Whether debts have 
proved worthless; whether profits or losses actually 
have been realized; how much depreciation must be 
provided for—these and similar questions in most 
cases would be answered automat- 
ically. Annual, or more frequent, 
statements will always be neces- 
sary, and as a result raise problems 
of estimation of income and deduc- 
tions. In businesses using build- 
ings, machinery and like physical 


other which 


intangible assets, 
and inadequate, the most important 
of these problems concerns the 
computation of the annual depre- 
ciation of these assets. This is 
especially true where the income 
statement is a basis for division of 
profits between changing owners of 
a business, or between the owners 
and others. The Government 


ment of income in one year, due to 
making a smaller depreciation de- 
duction than necessary, results in 
an overpayment of tax which will 4+ 
never be corrected if in later years the taxpayer incurs 
losses. The net loss provision in the Federal law 
is of no help to taxpayers who after years of pros- 


| perity encounter years of depression, for it is impos- 


sible for them to offset net losses against future 
income, when there is none. 

While the purpose of this article is to discuss 
depreciation as it affects income for taxation, it 
might perhaps first be noted that correct deprecia- 
tion accounting is also important so that managers 
can measure the relative efficiencies of various 
methods of production and determine costs as a 
basis for fixing sales prices, especially rates charged 
by public utilities. Then, too, correct depreciation 
methods are vital to investors so that they can 
measure the relative values of securities in different 
companies. 

In spite of the study that has been given the sub- 
ject, the only rule, if one may call it a rule, that has 
been developed is that the annual deduction for de- 
preciation must be “reasonable.” Yet reasonableness 
in practice is, often, merely rough agreement with 


* Certified public accountant, member of Leslie, Banks & Co., 
New York. 
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the policy of others operating the same kinds of as- 
sets under more or less similar conditions. Even in 
the decisions of the Treasury, the Board of ‘Tax 
Appeals and the courts, it would appear that the 
depreciation allowed one taxpayer was compared 
with that allowed other taxpayers, as the basis for 
determining reasonableness. 


While there are many interesting topics in the 
subject that merit discussion, the 
writer has narrowed the scope of 
his article to the following : 

1. Estimate of the probable life 
of assets. 

2. Proper apportionment of de- 
preciation over the probable life. 

3. Prospective income as a fac- 
tor in the apportionment. 


IT 


The Board of Tax Appeals in the 
case of Balaban & Katz Corporation, 
6 B. T. A. 610, has well stated the 
problem of estimation of future use- 
ful life in the following language: 

The determination of a reasonable al- 
lowance for obsolescence to be included 
within the depreciation deduction neces- 
sarily involves an attempt to prophesy 
the future. This precludes any certainty, 
and the degree of soundness or accuracy 
with which the prophesy can be made 
depends upon whether the property and 
the business in which it is used has 
had sufficient experience to form the 
basis of an estimate for the future. 


The difficulty in this problem is to steer a safe course 
between a period which sensible people would regard as 
unreasonably long, on the one hand, and on the other a 
period which represents a pessimistic guess. 

While there have been scientific studies of the 
useful lives of some classes of depreciable assets, 
it is doubtful whether these studies are of much 
value, for useful life depends on when general 
progress will make the asset obsolete, or when 
changed demands of the public will make it inade- 
quate—which cannot well be answered by past ex- 
perience. Obsolescence and inadequacy are, under 
modern conditions, increasingly greater factors in 
determining probable life than the structure of the 
asset or the use to which it is put, which merely 
affect its wear and tear. The Board has perhaps 
emphasized past experience as a guide more than 
is warranted, in view of the irregularity with which 
improvements in machines and methods occur, and 
the irrational manner in which consumers’ demands 
change, factors which cannot be forecast with any de- 
gree of certainty on the basis of past experience. The 
annual deduction for depreciation consists not only 
of the calculable wear and tear but also of an allow- 
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ance for future contingencies, an allowance not 
measurable at all because it obviously involves a 
prediction as to when the property will become ob- 
solete or inadequate, a guess not less so because 
made by persons having experience with the prop- 
erty. 

Where one has numerous items of a particular 
class, and especially where he has many classes of 
items, he may depend on the law of probabilities, in 
his estimates of the lives of his large number and 
variety of items, that the errors will neutralize one 
another. Care should be taken, however, to avoid er- 
rors often made which tend to distort all the esti- 
mates in one direction. Chief of these errors is that 
of determining the future life on the basis of the 
ages of similar items still in use. This fallacy may 
be observed in the arguments of Government agents 
contesting the depreciation claims of the taxpayer. 
The agent will argue that an asset has a life, say, 
of twenty years because he knows of similar assets 
of that age still in use, which may, in fact, be in 
use by the same taxpayer. The fact that an asset 
is still in use even though it has exceeded its orig- 
inally expected life may, of course, indicate that the 
probable life was underestimated. On the other 
hand, it may be due to the fact that even though the 
property is economically not productive, the man- 
agement is too poor, or too lax, to replace it with 
a new and more efficient asset. Very often, too, an 
asset is actually valueless, although not fully depre- 
ciated on the accounts, and there is the disinclination 
to replace it for fear of showing up the heavy loss on 
abandonment. Similarly, the error is often made of 
estimating the future life on the basis of similar 
assets that have been abandoned. In estimating a 
future event, account must be taken not of isolated 
occurrences but of average occurrences. A building 
does not necessarily have an expected life of 200 
years because there are similar buildings of that age 
still in use, nor does it have an expected life of only 
ten years because similar buildings have proved ob- 
solete before that age. 


One other error in connection with determining 
probable life may be mentioned. The expected life 
of a new asset is often estimated without regard to 
the fact that its own life depends on, and is no 
greater than, that of another asset more short-lived. 
For example, new power equipment may have a nor- 
mal life of, say, fifteen years. If installed in a build- 
ing which, because it is old, has a probable useful 
life of only ten years, it is apparent that the life of 
the equipment itself will be only ten years, instead 
of fifteen. So also, where new structures with a nor- 
mal life of, say, fifty years, are erected on land leased 
for but twenty years, they have but a life of twenty 
years. Irremovable structures and equipment that 
are installed to work a timber tract which will 
within ten years become depleted, have but a life 
of ten years, regardless of the fact that installed 
elsewhere they may have a useful life of twice that 
time. 


Estimates of the probable life of a short-lived as- 
set, such as an automobile, may be made much more 
accurately than of a long-lived asset such as a steel 
building. In the case of the automobile, there is 
more dependable past experience on which the esti- 
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mate may be made. Then, too, the comparatively 


short life makes it less likely that a revolutionary ff 
improvement in design or a change in public de- ff 
mand will make the asset obsolete before the ex- 
In the case of the steel ff 


piration of the short life. 
building, however, particularly where but a single 
one is owned, an error in estimating the probable 
life is more likely, and it may work a grave injustice 
on a taxpayer for the reasons previously given, viz., 
that a series of unprofitable years which cause the 
winding up of his affairs do not permit a readjust- 
ment of the income of -the earlier years on which 
taxes were paid. For this reason, estimates of prob- 
able life of a long-lived asset should lean heavily in 
favor of the taxpayer; if the concensus of opinion is 
that the asset has a life of fifty years, a factor of 
safety might well be allowed and depreciation com- 
puted on the basis of, say, only forty years. So also, 
where one has relatively few items, perhaps only a 
single building, the estimate of its probable life 
might well be shorter than that made for a similar 
asset owned by another person who holds a large 
number or variety of assets. The latter has the 
opportunity of averaging his guesses, the former 
has but a single guess to make. 


III 


Some concerns attempt to measure the deprecia- 
tion that occurs each year by an inspection of the 
depreciable property, attention being given to the 
wear and tear that occurred during the year, the 
extent of operations, the repairs that were made, and 
to the other factors that influenced the depreciation 
for the year. The cost of replacement of the prop- 
erty at the end of each year must, however, not be 
included as a factor. This so-called inspection meth- 
od has received recognition by the Board of Tax 
Appeals. In the cases of Otis Steel Company, 6 
B. T. A. 358, the taxpayer had ascertained the annual 
depreciation by an inspection of the property at the 
end of each year. Necessarily the fluctuations in 
the depreciation appeared inconsistent from year to 
year, and the Commissioner changed the deprecia- 
tion to the straight-line basis. The Board sustained 
the taxpayer, saying: 

Which method results in petitioner having the reason- 
able allowance provided for by statute? The method ol 
the petitioner, which takes into account all factors having 
an actual bearing upon depreciation—the facts and cir- 
cumstances peculiar to each year, or the method of the 
Commissioner, which apparently gives no consideration to 
such actual facts, but, instead, is based upon a theoretical 
and mathematical formula? We are of the opinion that 
the method used by petitioner, of establishing the depre- 
ciation actually sustained during the years in controversy, 


is more accurate and reasonable than the one used by the 
Commissioner. 


IV 


In the writer’s opinion, a reasonable depreciation 
policy should as far as possible aim to allow the 
owner of property each year an unchanging ratio 
of net income on his diminishing investment. I! 
one could forecast with reasonable certainty the fw 
ture annual net earnings, before depreciation, that 
would be forthcoming from a depreciable asset dur 
ing its useful life, the depreciation deduction for 


each year should be fixed at such an amount a™ 


would give this constant percentage of return. Fu 
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ture net earnings for each year can be determined in 
advance for certain assets, for example, leaseholds 
with responsible tenants where the rent to be re- 
ceived by the lessor each year is fixed in the lease 
and the tenant pays all expenses. Where this annual 
net rental received is the same each year, the 
straight-line method of computing depreciation is 
clearly not reasonable, as will be seen from the fol- 
lowing example. 

The cost of a leasehold is $100,000, the term of 
the lease is 25 years and the annual net rental to be 
received by the lessor is $11,016.80 a year. (The 
hypothetical $100,000 cost and $11,016.80 net rental 


} assume that the lessor would not have purchased 


the 25-year lease unless it yielded him 10 per cent 


» ayearon his cost.) Under the straight-line method, 
) the depreciation would be $4,000 a year. While this 
} would leave the lessor an annual net 


income of 
$7,016.80, the percentage earned on his depreciated 


» investment each year would be gradually increasing, 
» as shown, for representative years, in Table 1. 


Table 1 
Net income 

Depreciated Percentage 

investment to 

at beginning Straight-line invest- 

» Year of year Net Rental Depreciation Amount ment 
1 $100,000 $11,016.80 $4,000 $7,016.80 7% 

10 64,000 11,016.80 4,000 7,016.80 11% 
20 24,000 11,016.80 4,000 7,016.80 29% 
25 4,000 11,016.80 4,000 7,016.80 175% 


A more scientific depreciation basis would give 
the lessor a fixed percentage of annual net income 
on his investment. Such a basis may be computed 
by valuing, as at the beginning of each year of the 
period, the present worth of the expected future net 
earnings (before depreciation), and then taking the 
difference in these values between the beginning and 
end of any year as representing the depreciation for 


that year. Table 2 illustrates the computation of 
the annual depreciation for representative years. 
Table 2 
_Net income_ 

_ Value of Percentage to 

investment investment at 

at beginning beginning 
Year of year Net Rental Depreciation Amount of year 
1 $100,000.00 $11,016.80 $ 1,016.80 $10,000.00 10% 
10 86,192.24 11,016.80 2,397.58 8,619.22 10% 
20 47,981.02 11,016.80 6,218.70 4,798.10 10% 
25 10,015.26 11,016.80 10,015.26 1,001.54 10% 


It will be observed that where the annual net 
rental is the same each year the yearly net income 
bears a constant percentage to the investment at the 
beginning of the year, while the depreciation pro- 
gressively increases. 

It is regrettable that this method, which is the 
most scientific for property on which future annual 
earnings may be determined, is so rarely used. It is 
adaptable not only where the future income (before 
depreciation) is in-equal annual amounts, but also 
where such income is of unequal size each year. 

The Treasury Department and the Board of Tax 
Appeals have generally decided that anticipated fu- 
ture income is not a factor in the computation of 
annual depreciation. In the Appeal of W. W. Carter 


| Company, 1 B. T. A. 849, the Board considered the 


question as to the total accrued depreciation that 
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had occurred on a leasehold, and it ruled, “We are 
of the opinion that the exhaustion of the leasehold 
should be spread evenly over the term of the lease 
without regard to the rental conditions fixed 
therein.” On the other hand, the productive-unit 
basis has been permitted, a method which allows 
for depreciation 6nly in the years when there is 
production, and presumably only when income is de- 
rived from the production. Under this method, an 
estimate is made of the number of units of produc- 
tion that can be expected of the asset during its 
lifetime, and the cost less the salvage value, is pro- 
rated equally over these units. Under the straight- 
line method, each year during which the asset is in 
use bears the same amount of its depreciation, while 
under the productive unit basis, the depreciation each 
year varies with the production of the asset. 


The Government has recognized that prospective 
income may be taken into account as a factor in 
computing depreciation where it accords with ac- 
cepted practice. Producers of moving pictures, for 
example, depreciate the cost of making the picture 
over the short period during which it is expected to 
produce income, in monthly amounts in proportion 
to the expected revenue. This is really a varia- 
tion of the productive unit method, the productive 
units being the dollars of gross revenue that the 
films are anticipated to earn. Another illustration of 
where future income is taken into account is given 
in the Appeal of H. B. Hill, 3 B. T. A. 761, where the 
situation was presented of a taxpayer who had pur- 
chased the rights in an agency contract providing 
for commissions to the agents of a certain percent- 
age on the first nine renewal premiums upon each 
policy written under the contract. The Board held 
that, in view of the fact that the commissions under 
the contract could be determined for the year for 
which the tax deficiency was involved and for future 
years, the arinual depreciation of the cost of the 
contract should take into account this future in- 
come. The Board said :— 

Commissions are paid on the first nine renewal premiums 
on each policy written (on the contract). The last policy 
was written in 1916, so it is apparent that the number of 
renewal premiums upon which the taxpayer is entitled to 
commissions is gradually diminishing, although the policies 
remain in force. The cancellation of policies through 
death or the nonpayment of premiums also eliminates the 
possibility of the taxpayer’s receiving further income from 
them. The net result is that the taxpayer is realizing a 
diminishing income from the contract, not by reason of 
fluctuating business conditions, but by reason of the nature 
of the contract itself. Section 214 (a) (8) provides for a 
reasonable allowance for the exhaustion, wear and tear of 
property used in a trade or business. We are of the opinion 
that the yearly allowance, in order to be reasonable and 
permit a recovery of the capital investment under the 
circumstances of this appeal, should be that proportion of 
$4,000, the cost of the contract, which the income received 
in each year bears to the total anticipated income under 
the contract. 

In the case of most physical property one may 
expect gradually diminishing net earnings due to 
the fact that the older the asset, the smaller is the 
gross income or production, and the greater the 
operating expenses. A newer building will produce 
more gross rentals, with less operating and main- 
tenance expenses, than an older building. A newer 

(Continued on page 116) 




















































The Security Market, The Business Depression 
and The Income Tax, Part II 


By J. Harpy PATTEN * 


ART I of this article, which appeared in the 
P February issue of the Tax MaGazINeE, was de- 

voted to the consideration of three topics: 
“Sales of Securities,’ “Net Losses,” and “Wash 
Sales.” Continuing with the consideration of a sub- 
ject interrelated to the discussion pertaining to 
“Wash Sales,” that of “Questionable Disposition of 
Securities,” this concluding install- 
ment also includes: “Dealers in 
Securities,” “Capital Net Gains 
and Losses,” Worthless Stocks,” 
“Worthless Debts” and “Charitable 
Contributions.” 


Questionable Disposition of 
Securities 


The Board has quite emphat- 
ically stated that a husband and 
wife may not “play fast and loose” 
with their respective properties to 
the prejudice of the collection of 
the Government’s taxes.®* At the 
same time the Board indicated that 
members of a family may, in good 
faith, buy and sell securities among 
themselves. In doing so it warned 
that in passing on the soundness of 
all such sales the close relationship 
of the parties is to be considered 
and the transactions carefully scru- 
tinized. 


The test applied by both the Com- 
missioner and the Board is whether the sale is bona fide. 
There is no reason why one member of a family may 
not sell securities to another member in an arm’s length 
transaction on the same basis and under the same 
conditions as if sold through a broker. Some of the 
factors which have been the basis of findings that 
no bona fide sales were made to close relatives or 
friends are listed: (1) sale price to sister greatly 
below cost and actual value ;** (2) unsecured promis- 
sory note of brother sole consideration for stock 
sold, and note subsequently cancelled by seller; 
(3) immediate redelivery by wife to her husband of 
stock which he transferred to her ;* (4) sale of secu- 
rities at five cents per share to a broker, an intimate 
friend of the taxpayer, and payment evidenced by a 
worthless note ;®* (5) failure to show valuable con- 


J. Harpy Patten 


* Attorney at law, New York City. ve 
s, APbeal of Fouke, Dec. 600, 2 B. T. A. aoe: 311 CCH { 195.63. 
O. D. 847, 4 C. B. 45; 311 CCH § 195.6 

et) * aah % Com., Dec. 3952, 11 B. %. A. 1391: 311 CCH 
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sideration for stock sold by husband to wife or a 
valid transfer of the certificates on the corporate 
books from the husband to the wife’s name ;* and 
(6) continued control of father over stock sold to his 
sons, who executed demand notes therefor but never 
paid any part of interest or principal thereon.® 

In Griffin v. Com.® it appeared that an individual in 
1920 sold to his brother, and secre- 
tary of the corporation, shares of 
stock therein at one-tenth their 
cost. No agreenient or under- 
standing existed between the broth- 
ers concerning the repurchase of 
the stock. Although the seller 
bought back the stock in 1921, the 
Board found the 1920 sale to be an 
actual and bona fide one. In an- 
other case, involving sale without 
reservations from one brother to 
another of worthless stock for a 
nominal consideration of one dollar, 
the Board upheld the loss deduc- 
tion claimed.7° In still another 
case, a partnership in November, 
1920, sold to a half-brother of the 
partners Italian lire at the then rate 
of exchange. At the time of pur- 
chase the half-brother believed that 
he could make a profit upon the lire 
through a contemplated business 
deal. The deal failed and the part- 
nership bought back the lire on 
December 30, 1920, at the current rate of exchange. 
Upon these facts the Board expressed satisfaction 
that there had been a bona fide sale in 1920 and that 
the loss claimed should be allowed.” 


Closely associated with the subject of inter-family 
sales of property to take losses is the gift of property 
to relatives or friends in an attempt to spread deduct- 
ible losses or taxable gains over two or more separate 
returns. Early in its career the Board in the so- 
called “safety razor” cases decided that, irrespective 
of the purpose to reduce tax liability, profits from 
the sale of stock transferred by valid and bona fide 
gifts to the taxpayers’ wives shortly before sale by 
cis digmestead v. Com. Dec. 5625, 18 B.T.A. 204; 311 CCH 

6 Finlay v. Com., Dec. 5493, 17 B. T. A. 828; * a a q 195.326. 
‘ ween” 2723, 7 B.T.A. 1094, Acq. VI-2 'C.B. 3; 311 CCH 


7 Larsh v. Com., 2421, 6 B.T. A. 1086, Acq. VI-2 C. B. 4; 31l 
CCH { 195.461. 

11 Kurtz v. Com., Dec. 2921, 8 B. T. A. 679, Acq. VII-1 C. B. 18; 
311 CCH 195.631. See also Appeal of Mallinckro t, Sr., Dec. 1701, 
4 B.T.A. 1112, Nonacq. VI-2 C.B. 9; 311 CCH 1 195. 321; and 
Appeal of Citizens Trust Co. * Utica, "Dec. 959, 2 B.T.A. 1239, 
Acq. V-1 C. B. 2; 311 CCH § 195.322. 
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the wives to a purchaser, who had previously entered 
into tentative negotiations and unenforceable agree- 
ments with the husbands, were not taxable to the 
latter.** It should be noted that four members dis- 
sented from the majority opinions in these decisions, 
which have been nonacquiesced in by the Commis- 
sioner though never appealed. Other cases involv- 
ing similar facts have been decided by the Board 
in favor of the taxpayer."* According to the Board, 
three elements must be present to constitute a valid 
gift: (1) intent on the part of the donor to give and 
surrender complete control over the property to the 
donee; (2) acceptance by the donee, and (3) transfer 
of title accompanied by delivery. The absence of any 
one of these factors is fatal to the validity of a con- 
templated gift.” 


Dealers in Securities 

Although the Commissioner denies security “ 
vestors” and “traders” the right to employ inven- 
tories, Article 105 ** grants “dealers” the privilege of 
inventorying at (a) cost; (b) cost or market, which- 
ever is lower; or (c) market value. If such inven- 
tories are taken on the basis of cost or market, which- 
ever is lower, this means that losses may be deducted 
for tax purposes, although not realized by a sale of 
the securities but merely indicated by a decline in 
price resulting in a market value on the last day of 
the taxable year below the cost of acquisition. If 
they so desire, dealers in securities may employ a 
cash receipts basis of accounting without the use of 
inventories unless, of course, inventories are abso- 
lutely necessary in order clearly to determine income. 
It should be noted that a change from the cash to 
the inventory method is, in effect, a change to the 
accrual method of accounting, so that the 1930 in- 
come cannot be computed on the inventory basis by 
a taxpayer on the cash basis unless he or it has made 
the prescribed application for permission from the 
Commissioner to change to the inventory method. 
This application must have been made at least 30 
days before close of the period to be covered by the 
return.77 The advantage of the flat 12% per cent 
tax on capital net gains is denied dealers in securi- 
ties who inventory. The statutory definition of 
“capital assets” excludes property held by a tax- 
payer primarily for sale in the course of his trade or 
business. By the same token the 12% per cent 
limitation on capital losses is inapplicable to the sale 
of securities held for more than two years. 

The Commissioner defines a dealer in securities as 
“a merchant in securities, whether an individual, 
partnership or corporation, with an established plate 
of business, regularly engaged in the purchase of 
securities and their resale to customers.” (Arti- 
cle 105.) Taxpayers who buy and sell or hold securi- 
ties for investment or speculation are specifically 
excluded from the Commissioner’s definition. Offi- 





tn of Hoffman and Zinn, Decisions 1304, 1305 and 1308, 

ite 969, 964 and 974, Nonacq. V-1 C.B. 6 and 7; 311 CCH 
r 

. a of Jemison, Dec. 1259, 3 B.T. A. 780; Appeal of /.y 
Dec. 910, 2 B.T.A. 1012; Garber v. Com., Dec. 3923, 11 B.T 979 ; 
Appeal of pig Dec. i117, 3 B.T.A. 301, Acq. vi C.B. gp ed 
le 1130, 3 B.T.A. 362, Acq. V-1 CB. ; 311 CoH q 51.911 
an 1.912 

™ Marshall v. Com., Dec. 6115, 19 B. A. 1260, and Morrison v. 
Com., Dec. 5983, 19 B.T. A. 635; 311 CcH q 51.8225. 


4 131. 
™ Article 322; 311 CCH { 389. 





THE TAX MAGAZINE 





99 


cers of corporations and members of partnerships who 
buy and sell securities in their individual capacities 
cannot classify as dealers. 


The Commissioner has ruled that individuals 
engaged in the trade or business of buying and 
selling securities on their own account are not 
dealers.*® He has also held that investment 
trusts of the management type do not classify as 
dealers.” There are some who question the validity 
of both of these holdings. They predicate their argu- 
ment on the proposition that the exercise of discre- 
tion which is granted the Commissioner by Section 22 
(c)®° to determine when the use of inventories is 
necessary may be reviewed by the Board and the 
courts. If upon such a review it is shown that the 
Commissioner’s refusal to permit the adoption of 
an inventory basis in a particular case amounts to an 
abuse of that discretion, because income can only 
be clearly determined by the use of inventories, the 
reviewing body could properly demand a recomputa- 
tion of the tax on an inventory basis. (See the Cir- 
cuit Court of Appeals opinion in Kansas City 
Structural Steel Co. v. Com.,®* and the Board’s opinion 
in Appeal of Dixie Mfg. Co.*) 


Encouragement has been lent to those who con- 
tend that security traders can inventory by the recent 
decision of the Circuit Court of Appeals, Second 
Circuit, in Harriman National Bank v. Com. There 
a bank maintained a separate department for the pur- 
pose of buying and selling stocks and bonds as part 
of its business. “They were bought to be held in 
case people would consider buying.” While some 
were sold to customers, and others in the market, it 
was ready to sell to all and in buying it had the pos- 
sibility of such sales in mind. Although the bank 
did not prove what portion of the securities pur- 
chased was sold to customers and what portion was 
sold for its own account, the court, nevertheless, held 
that the taxpayer was a dealer in securities within the 
ambit of the definition of that term as set out in the 
Commissioner’s regulations. 


Before banks, or other taxpayers, will be allowed 
to use inventories in computing their gain or loss 
from their dealings in securities, they must satisfac- 
torily establish the fact that they classify as “dealers 
in securities” under the particular facts and circum- 
stances of their individual case, as that term is de- 
fined in Article 105 of the Regulations, which 
definition the Court approves in the Harriman Na- 
tional Bank case, supra. The decision in that case was 
based on the particular facts therein, so is not a 
blanket authority for all banks to adopt the inven- 
tory method, at their election, with respect to their 
securities business. 


Note that said Article 105 provides that if the 
securities business “is simply a branch of the activi- 
ties carried on by such person, the securities inven- 
toried, as here provided, may include only those held 
for purposes of resale and not for investment.” 


i. T.. 1816 T1-2 C..B. 39; 311. CCH $131.0 

See unpublished letter at par. 6332, Vol. TIT, CCH 1930 Fed. 
Tax Service. 

8 311 CCH 4115. 

8133 Fed. on 3: ~, Ae 7 123.425. 

82 Dec. 243, 1 B.T.A. , Acq. IV-1 C.B. 2; 311 CCH § 123.47. 

m 43 Fed. (2d) 950, he Dec. 4676, 14 B.T.A. 743; 311 CCH 
7 131.0 
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The security market conditions of 1929 and 1930 
have been responsible for the resurrection of an old 
ruling of the Commissioner involving the use of 
inventories of securities traded in on his own account 
by a member of a stock exchange.** The tax- 
payer who bought and sold heavily for himself 
was the representative on the floor of the stock ex- 
change for his brokerage firm. There was set aside 
a room in that firm for his exclusive use which was 
considered his own established place of business in 
directing the purchase and sale of securities on his 
own account. The great bulk of the taxpayer’s per- 
sonal trading was done on the floor of the stock 
exchange along with that of his firm’s customers. 
Since the greater portion of the purchases and sales 
on his own account were put through his firm the 
taxpayer, as a member thereof, was considered to 
be acting for and in behalf of his firm in purchasing 
and selling securities for himself, one of its custom- 
ers. Accordingly, even with respect to his own 
trading he was a dealer because he was buying and 
selling for “others” with an established place of 
business. Unfortunately, this ruling has often been 
erroneously cited in support of a general rule that a 
stock exchange member may inventory his own se- 
curity accounts. The Commissioner’s present atti- 
tude is to apply the conclusion of A. R. R. 775 only 
to a set of facts which are similar to the peculiar ones 
there presented. 


Capital Net Gains and Losses 

Section 101 of the Act®® provides that in lieu of 
the normal and surtax an individual (not a corpora- 
tion) may, at his option, elect upon the sale or ex- 
change of “capital assets” to pay a flat tax of 12% 
per cent. “Capital assets” means property held by 
the taxpayer for more than two years (whether or 
not connected with his trade or business), but ex- 
cludes stock in trade, property held primarily for 
sale in the course of a trade or business and prop- 
erty of a kind which would properly be included in 
the inventory of the taxpayer if on hand at the close 
of the taxable year. “Capital net gain,” a statutory 
term, is the taxable gain from the sale of “capital 
assets” less “capital net losses” and other allowable 
deductions allocable to or chargeable against capital 
assets. A net loss of the year (that is, excess of 
ordinary deductions over ordinary income excluding 
capital net gain) may also serve to reduce the 
amount of taxable “capital net gain.” The applica- 
tion of the law is completely illustrated in the Com- 
missioner’s regulations.*®® 


Although there are some who contend that the 
statute can be construed to permit a taxpayer to 
elect to pay a 12% per cent tax upon part of his 
“capital net gain” and the ordinary tax upon the 
remainder of his “capital net gain,” such a procedure 
has been disapproved by the Board.** Hence, all 
gains from the sale of capital assets must be taxed 
at the 12% per cent rate, or all at the ordinary rates. 
The statute allows the taxpayer at his election to 
use the 12Y per cent rate on his capital net gain for 


* A. R. R. 755 I-1 C. B. 225; 311 CCH § 131.07. 
% 311 CCH { 577. 
311 CCH § 595. 
% Nicoll v. Com., Dec. 5223, 16 B. T. 
without — i 
§ 599.24 and .202, 
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the entire taxable year. It defines capital net gain 
as the excess of all the capital gains of the year over 
capital deductions and over all the capital losses of 
the year. Thus, part of the capital gains cannot be 
segregated from the others, but the aggregate must 
be determined, and from such aggregate the aggre- 
gate capital losses, if any, for the year must be 
deducted. The excess will be the capital net gain of 
the year which the statute permits the taxpayer to 
report at the 12% per cent rate. Similarly, capital 
net loss is the excess of the total capital loss trans- 
actions over the total of the capital gain transactions 
of the year. Of particular importance to returns for 
1930, an outstanding year for gifts to charitable or- 
ganizations, is the question whether “capital net 
gains” may be included in determining the net in- 
come for the purpose of computing the amount 
deductible on account of a charitable contribution 
(which is limited to 15 per cent of net income). 
Unpublished rulings of. the Commissioner indicate 
that “capital net gains” may be so included.** 


There is no election in the case of the 12%4 per 
cent deduction upon the sale of capital assets at a 
loss, as in the case of capital gains. Many taxpayers 
fail to realize that Section 101 (b)®® effects a limita- 
tion upon a deduction attributable to capital net 
losses. Where a capital net loss (excess of all capital 
losses of the year over all capital gains of the year) 
has been sustained two tax computations are neces- 
sary: (1) on the ordinary net income without any 
deduction for the capital net loss, which tax should 
be reduced by 12% per cent of the amount of the 
capital net loss; (2) on the ordinary net income after 
the capital net loss has been taken as an ordinary 
deduction. Whichever of the two methods yields 
the larger tax, this is the tax due. This limitation 
is not applicable to corporations. 


The benefits of the capital gain provisions cannot 
be invoked by a dealer in securities. On the other 
hand, a dealer who sold stock held for more than two 
years was permitted to avail himself of the 12% per 
cent tax where the stock was held primarily for in- 
vestment and not as part of securities traded in.” 
An individual engaged in the trade or business of 
buying and selling securities cannot benefit by the 
capital net gain tax with respect to securities held 
“primarily for sale in the course of his trade or busi- 
ness.”*? Conversely, the limitation upon a loss aris- 
ing from the sale of capital assets does not apply to 
security traders and dealers. A loss sustained in a 
“short sale” closed out by purchase made after two 
years from the sale is not a capital loss, since it does 
not relate to any asset held for more than two years, 
but only to an obligation.®? If the taxpayer does not 
cover his “short sale” by a purchase but delivers 
stock which he has owned for more than two years, 
it would seem that the limitation on the deduction 
of capital losses would apply. 


When liquidating dividends are received, upon 
cancellation of stock held for more than two years, 


88 311 coe §33)- 371. 

311 CC 

WE. Tt. 3502 Viin-2 an B.. 198; 311.CCH poss te and Gilbert v. 
Com., Dec. 6308, 20 B. T. A. 765 ;'311 ay 7 599 

91 Schwinn v. ee Dec. 3322,'9 B. A. 1304, A VII-1 C. B. 
28; ah q 599. 
° 100, We C. B. 25; 311 CCH { 599.34. 
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Article 625® specifically permits the gains therefrom 
to be treated as capital gains. Upon the sale of 
stock rights or the stock acquired pursuant to the 
exercise of rights to subscribe, there may be in- 
cluded in the two-year period the time the taxpayer 
held the original stock against which the rights were 
issued. Similarly, in the case of stock dividends 
the prescribed two-year period starts from the date 
of the acquisition of the stock upon which the stock 
dividends are declared. The capital net gain rate 
may also be applied to a profit resulting from the 
redemption at or before maturity of bonds held for 
more than two years.** A loss sustained on stock 
determined to be worthless is not a capital loss but 
an ordinary loss since there is no “sale or exchange” 
involved.” 


Many taxpayers are today availing themselves of 
the Commissioner’s ruling®* which provides that the 
two year capital asset period runs from the date of 
repurchase in the case of a “wash sale” and not from 
the date of original purchase. Some taxpayers are 
now holding securities on which they have a “paper 
loss” but who wish to retain them for a rise before 
ultimately disposing of them at a price below their 
cost. If at the time such a sale is made the securi- 
ties have been held for more than two years, the 
limitation upon the deduction of capital losses might 
apply. Therefore, a sale and immediate repurchase 
will, according to the cited ruling, start anew the 
running of the two-year period and eliminate the 
danger of the application of the 1214 per cent capital 
loss limitation when the securities are finally dis- 
posed below cost. 


Worthless Stocks 


In the absence of an expressed statutory provision 
pertaining to valueless stock, the Commissioner has 
provided in Article 174, that if stock of a corpora- 
tion becomes wholly worthless, its cost or other 
basis may, in determining taxable net income, be 
deducted by the owner in the year in which it ac- 
tually becomes worthless. A sale, or an attempted 
sale, is not a condition precedent to the deductibility 
of the loss, nor must there be a charge-off on the tax- 
payer’s books. In one of the leading decisions 
involving this subject the court held that a taxpayer 
may not claim the loss in a year most advantageous 
to him, but must deduct it in the year when all the 
facts first point to its actual worthlessness.2° In 
this case the taxpayer was denied the deduction of a 
loss on his 1921 return, in which year he sold the 
stock for a nominal consideration at auction, where 
all the evidence indicated that the value of the stock 
became wholly extinct in 1920. As succinctly stated 
by the Board in Myers v. Com.,1°! “The law does not 
require the taxpayer to be an incorrigible optimist 
* * * nor will he be permitted to postpone his 
deduction as if it did.” 

8311 CCH 4831, 
“1. T. 1786, II-2 C. B. 45; 311 CCH 1599.42. 
5, 11-2 C. B. 44} 311 CCH $1 599.43. 
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While a sharp decline in market values of stocks 
may be deductible by a “dealer” in securities when 
properly reflected in an inventory, a “trader” or 
“investor” cannot gain any income tax benefit from 
shrinkage in value except through the medium of a 
bona fide sale.?% 


Whether or not the value of stock becomes totally 
extinct in a given year is not a fact that can always 
be established with absolute certainty. Still, the 
conclusion must be reasonably made after a consid- 
eration of all certain facts that are available. Cor- 
porate stock may be valueless in one year, notwith- 
standing that the corporation continues to operate 
for two years thereafter.°% On the other hand, the 
Board has held that a loss was not deductible in 1924 
on a showing that the corporation’s liabilities ex- 
ceeded its assets, where the corporation continued 
in existence and was not dissolved until 1929.7% 
The fact that a stockholder possesses hopes in one 
year that an insolvent corporation will pay some- 
thing on its stock in a later year, does not alter the 
fact that the stock is worthless in the earlier year.’ 
Liquidation of the corporation is unnecessary if 
other evidence supports a finding of worthless- 
ness.’ Insolvency of the corporation, coupled with 
cessation of activities, justifies the deduction. In 
such cases the owner of the stock need not await 
the appointment of a receiver before charging off 
the loss.*°% A recent decision of the Board has em- 
phasized the point that lack of knowledge of worth- 
lessness in one year is no excuse for charging off the 
loss in a later year when the taxpayer first ap- 
prised himself of the true facts.1° 


There is no doctrine of partial charge-off of stocks 
worthless only in part as there is in the case of 
specific bad debts. Yet there is no reason why a 
deductible loss through a bona fide sale of stock 
having only a nominal or doubtful value cannot be 
established in one year, although complete worth- 
lessness cannot be shown until a later year.**° 
Usually in such cases it is difficult to find a buyer 
and disposal of the stock is often had through a 
public auction security agency. If such a sale is 
consummated in good faith the loss may be claimed 
in the taxpayer’s return. Any deduction based on 
an auction sale where there is a purchase by the 
taxpayer, his close relatives, or anyone acting on his 
behalf, would be closely scrutinized by the Commis- 
sioner, and probably disallowed, especially if the 
purchase were below fair market value. Both the 
Commissioner and the Board have held that a tax- 
payer who advertised stock for sale by auctioneers, 
and had his broker bid it in for him at a nominal 


"108 Appeal of OS Dec. 362, 1 B. T. A. 983; Davis v. Com., 
Dec. 2446, 6 B. T. A. 1267; Howard v. Com., Dec. 6161, 20 3. F. A. 
207; 311 CCH { 198.10. 

"108 Melick v. Com., Dec. 2134, 6 B. T. A. 70, Acq. VI-2 C. B. 5; 
311 CCH { 198.213. 

104 Sherman v. Com., Dec. 5782, 18 B. T. Ft 969; 311 CCH { 198.075. 

108 Meyers v. Com., Dec. phe a ee: a eS 1072; 311 CCH f§ 198.11. 

We ce! Co. v. *Com., Dec. 2764, 7 B. T. A. 1234, Acq. VII-1 
cc. 2. 311 CCH or 

in’ Speridon Meat Co. v. on, Dec. 3416, 10 B. T. A. 211, Acq. 
VII-1 C. B. 29; 311 CCH { 198.1 

108 Melick v. Com., Dec. 2134, 6 B. T. A. 70, Acq. VI-2 C. B. 5; 
311 CCH { 198.213. 


10 Carroll v. Com., Dec. 6365, 20 B, T. A. 1029; 311 CCH 
q 409.5015. 

110 See Riker v. Com., Dec. 2361, 6 B. T. A. 890, Acq. VI-2 
Cc. B. 3, 6; 311 CCH § 195.323. 
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consideration was, in effect, attempting to sell to 
himself and the sale was nugatory.*™ 


Worthless Debts 


Section 23 (j) of the Act*”” specifically designates 
bad debts as deductions in computing taxable net 
income. Unlike deductions for worthless stocks 
(allowed only upon proof of total worthlessness) 
there are two conditions precedent to be met before 
deducting a bad debt. It must be (1) ascertained to 
be worthless, and’ (2) “charged off” during the tax- 
able year. Both conditions must be complied with 
or the claim is not permitted. In contrast to the 
deduction of losses for valueless stocks the time 
when a debt actually becomes worthless is ordi- 
narily immaterial. Ascertainment of worthlessness 
within the year is the test.17* A creditor may not, 
however, elect the year in which he shall claim the 
deduction if worthlessness is ascertained in a given 
year."* A “charge off” of a debt must usually be 
evidenced by entries in the taxpayer’s books or by a 
relevant written memorandum.’ Where the tax- 
payer keeps no books of account “mental charge off” 
is sufficient according to a 1930 court decision.**® 


A debt may be charged off and deducted in part 
when it is recoverable only in part and the uncol- 
lectible amount can be demonstrated with reason- 
able certainty.*** Partial deductions are allowed by 
the Commissioner with respect to specific debts only. 
No deduction is allowable for a percentage or other 
portion of an aggregate of accounts receivable, ex- 
cept under the reserve method, although it is certain 
that such an amount will never be collected. While 
the Commissioner and the Board have always held 
that bad debts cannot be deducted as losses, two 
recent court decisions have decided that certain 
debts may be deducted as losses.*** If this attitude 
is correct partial bad debts undeductible, because 
not specific, might in some cases be taken as losses. 


Badness of a debt is wholly a question of fact. 
The Commissioner in Article 191*?® specifically 
states that worthlessness is evidenced by the fact 
that (1) legal action to enforce payment would re- 
sult in an uncollectible judgment, (2) upon a settle- 
ment in bankruptcy, although worthlessness may 
sometimes be determined after bankruptcy and be- 
fore settlement. Scores of cases have been handed 
down by the Board and the courts involving the 


question of whether, under a given set of facts, a 
debt is bad.?*° 


Of particular interest to taxpayers seeking the de- 
duction of bad debts for 1930 and 1931 is a holding 
in the Board’s decision in Higginbotham-Bailey- 


=. FT... 31,21 cm Mis i. cee ¥ 195. Pg ® Antee 
of Dobson, Dec. 413, 1 B. T. A. 1082, Acq. IV-2 C. CCH 
q 195.48. 

112 311 CCH 4 201. 

113 Higginbotham-Bailey-Logan Co. Com., pe 2901, 8 B. T. A. 
566, Nonacq. VII-1 C. B. 38; 311 CCH { 207.0 

1144 Frank v. Com., Dec. 4467, is BS. SB. 964" 311 CCH 4 207.20. 

115 Appeal of Lasater, Dec. 349, 2. to = $56, and Parl & Kelly, 
Inc. v. Com., Dec. 6114, 19 B. T. A. 1317; 311 CCH f 207.13 and .130. 
See 311 CCH 4 207.131 to .139, inclusive, for other cases. 

116 Stephenson “ ee (C. Cc. A. 8th ae By 43 Fed. (2d) 348, rev’g 
Dec. 4326, 13 B. A. 311; 311 CCH {§ 207. 

117 Article ite 311 CCH q 204. ; 

138 Sherman & Bryan, Inc. v. Blair, (C.C. A. 2nd Cir.) 33 Fed. 
(2d) 713, rev’g Dec. Jie. 9 B.T.A. 213; 311 CCH { 207.83, and 
Davidson Grocery Co. Lucas, (Ct. Apps., D. of C.) 37 Fed. (2d) 806, 
rev’g Dec. 3140, 9 B. tT. A. 390; 311 CH { 207.83. 

119 311 CCH f 202. é 
120 See, for example, the cases annotated following 311 CCH { 207. 
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Logan Co. v. Commissioner.***_ Upon a showing of the 
deplorable condition in which business found itself 
in the latter part of 1920 the Board said: “In such 
circumstances as are shown to have existed, it may 
be conceded that less specific information with ret- 
erence to the financial condition of each of its debt- 
ors might be required in determining worthlessness 
than might seem necessary under normal condi- 
tions.” 


In lieu of the deduction for debts actually worth- 
less there may be deducted, “in the discretion of the 
Commissioner, a reasonable addition to a reserve for 
bad debts.’’??, This method may be used only by 
taxpayers reporting charge sales (or other debt- 
creating transactions) on the accrual basis and em- 
ploying a large number of accounts where credit has 
been extended to cover a considerable period of 
time.’ In 1921 creditors, regardless of their previ- 
ous practice, were permitted to elect whether to 
deduct bad debts in whole or in part (as explained 
above) or to adopt the reserve basis. The method 
once adopted must be used for all later years unless 
the Commissioner grants permission to change. 


The Commissioner in Article 194'** provides that 
worthless bonds may be deducted in the same man- 
ner as other bad debts. In a series of cases,’** the 
Board has held that certain types of bonds, for ex- 
ample, foreign government bonds, are not the sub- 
ject of a partial bad debt deduction but can only be 
claimed as “losses sustained” when complete worth- 
lessness is apparent. A 1930 court decision has, 
however, reversed the Board on this point and sanc- 
tioned the deduction as a partial bad debt in 1921 of 
an amount representing an investment in Imperial 
Russian Government Bonds.'*° 


Bad times are often the occasion for the voluntary 
or involuntary compromise of debts and immatured 
claims. In one of the Commissioner’s first rulings 
he allowed as a bad debt deduction the difference 
between the face value of a note and the amount 
received in compromise, if it could be shown that 
the debtor had no assets to meet the remainder of 
his obligation. Where it appeared that the debtor 
possessed assets out of which the entire amount 
could have been collected by suit, no amount was 
allowed as a bad debt.??* The soundness of this rul- 
ing may be questioned on the ground that it fails to 
consider that the debt may be wholly valueless be- 
cause the claim of the creditor is of doubtful validity. 
There may be well founded business reasons 
prompting the creditor to abandon hope of full col- 
lection, in which event the amount lost in compro- 
mise constitutes a bad debt. Due to the fact that 
most business compromises deal with contested 
claims where the parties have not effected a creditor- 

(Continued on page 118) 


‘mar 2901, 8 B.T. A. 566, Nonacq. VII-1 CB 38; 311 CCH 

12 Section 23(j); 311 CCH pom. 

28 Article 195: 311 CCH 92 

4 311 CCH § 210. 

8 First Nat’l Bank of St. Paul v. Com., Dec. 3365, 10 B. T. A. 32; 
West Lafayette Bank v. Com., Dec. 4238, i2 B.T. A. 1356; and First 
Nat’l Bank, Parkers Landing, Pa. v. Com., Dec. 4245, 12 B. T. A. 1387; 
311 CCH q 211.05. 

126 Commonwealth State Bank v. Lucas, (Ct. 4 D. of C.) 41 Fed. 
(2d) 111, rev’g Commonwealth Federal Savings Bank v. Com., Dec. 
3248, 13 B. T. A. 467, 311 CCH § 211.052. 
i QO. D. 297, 1 Cc. B. 126; 311 CCH q 207.245. ° 
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| Prospective ‘Tax Revision in Florida 


By F. Jack Lacgy* 


EN the Florida legislature meets in April 
it will have, as the basis for what is expected 
to be the most important taxation session in 

the history of the state, a report which is being 
prepared by a non-partisan, non-political organiza- 
tion of business men and women, called the Florida 
Citizens Finance and Taxation Committee. This 
committee is composed of thirty-two members, 
chosen on March 3, 1930, during a 
general state-wide conference called 


of the legislature; to act in at least an advisory 
capacity in the matter of issuance of bonds by 
political subdivisions and to act in the same capacity 
in the matter of adjusting the affairs of those taxing 
units which have or may default in either interest 
or principal of bonded debt, and finally to concen- 
trate all tax collection agencies of the state gov- 
ernment. 


Another principal reform is the 





by Governor Doyle E. Carlton. The 
group is being financed by popular 
subscription and has received no 
financial aid from the state or any 
political body. The greater part 
of the expenses have been furnished 
by the members themselves who 
are also contributing their own 
personal expenses incident to hold- 
ing public and executive sessions 
of the committee. Public hearings 
were held throughout the state, as 
the first step in the committee in- 
vestigations. A full time office with 
necessary technical and clerical 
help was established which con- 
ducted extensive research into state 
and county affairs. This office is 
at the present time engaged in 
writing the report which will be 
acted upon by the committee dur- 








establishment of a uniform system 
of public free schools under state 
financing and control. County 
school boards would be abolished 
and the work taken over by a state 
board which would employ county 
superintendents. Another is the 
classification of cities and classified 
charters applicable to each class. 
Another is the organization of a 
judicial council composed of one 
member of each branch of the judi- 
ciary, presided over by the chief 
justice of the supreme court, to 
equalize the work of all courts. 
The committee will also determine 
whether or not the state should 
take part in the settlement of 
county debts (Florida political sub- 
divisions are in debt to the extent 
of $600,000,000, while the state has 











ing its final five-day session, to be 
held in Tampa during the early 
part of March. 


The two principal recommendations which are made 
by the committee are the appointment of a perma- 
nent state tax and finance commission and classi- 
fication of property for taxation. In this latter 
connection the state is confronted with a problem 
in that more than seven million acres of wild and 
cut-over lands are off the tax books, which, the com- 
mittee contends, will be brought back provided 
there is proper tax reduction for this class. The tax 
commission would have the following duties to per- 
form: supervision over assessments so that “all 
property will reach the tax rolls and will be as- 
sessed at fair valuations; establishment of, and 
supervision over, a uniform system of public ac- 
counting; establishment of a standard measure of 
values to be used in all 67 counties in arriving at 
assessed values of different classes of property; to 
prescribe rules and methods by which county com- 
missions may adjust valuations placed by assessors 
and to act as the final board of appeals; to conduct 
constant research and keep accurate tabulation of 
conditions existing as to taxation for the benefit 





* Secretary, State Tax Committee. 


F. Jack Lacey 


no bonded indebtedness). The sug- 
gestion gaining most favor is the 
enactment of a special tax to be 
distributed by the state, back to counties and cities 
for the payment of their own bonds. 


The cost of government will no doubt be mate- 
rially reduced for drastic cuts are recommended and 
consolidation and abolishment of offices. 


Among the new forms of taxation which can be 
counted on for definite recommendation to the leg- 
islature are: low rate on intangibles, state inherit- 
ance tax, annual corporation charter taxes, increased 
fees and business and professional licenses. If the 
classification suggestion goes through and the tax 
commission is adopted, the means will have been 
provided for the taxation of vast amounts of per- 
sonal property now escaping and the consequent 
relief to real estate, which, by the way, is the prin- 
cipal objective of the entire program. 


Several thousand copies of the report will be 
printed for general distribution. 


Perry G. Wall, a Tampa business man, is chair- 
man of the committee and is supervising the prepara- 
tion of the report. 
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Legal citation 


C. 11; C. 18, Art.| General property. True and actual value’| De! 


limitations. 


Every male resident over 21 
years of age. 


C. 11, Art. 12... 


C. 33, Art. 2..... 


C. 11, Art. 13... .| Privi Privilege of doing business... 


C. 11, Art. 12.) Tax om excess acreage of 
Sec. 66. land. 

C. 24, Art. 3, 
Sec. 6. 

C. 29, Art. 3, 
Sec. 24. 

C. 17, Art. 6. 


—— 


C. 11, Art. 14.... i Privilege of selling gasoline. Quantity of pasoline| 4c per 


C. 11, Art.12... Varies with nature o 
business. 


C. 31, Art.9.....) W: Privilege of water power de-} Rated horse power.. .| $10.00 each 100 H.P. 
velopment. 


C. 32, Art.1..... 


1 Citations to West Virginia Code, (new) 1 

2 In practice values are usually less ny a 

? Exemptions to educational, a and religious organisations. 

‘ Allestates valued at $500.00 or less, and transfers to educational, charitable and religious organisationaareexempt- 
ed. Exemption of $25,000 to widow, and $15,000 to husband, child, father or mother 

* Exemptions to mutual life insurance companies, trust and surety companies and fraternal beneficiary societies. 





Retroactive Application of Inheritance 


Tax to Irrevocable Trust Invalid 


ITH four members dissenting, the United 
States Supreme Court in Harold J. Coolidge 
and Augustus P. Loring, Trustees, v. Henry F. Long, 
Commissioner of Corporations and Taxation of the 


termined 
ow he 
Works and local 


within 


On each $100: coal, 42c;}- 
‘| oil, $1.00; gas, $1.85; 
other mineals and 


"i lt 
vary tor ve 
gallon. 


1/20 of 1% of par value;| State Auditor . 
minimum, $25.00; maxi- 
mum, $390.00. 


(Chart prepared under the direction of Hon. William G. Conley, Governor, Charleston, West Virginia.) 
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THE WEST VIRGINIA STATE-AND-LOCAL TAX SYSTEM AS OF JANUARY 1, 1931 


ADMINISTRATION OF TAX 


by] Public Servi 
ble ‘vice 


: . Public Service| Public Servi 
Corporation| B Corporation Corcetation 
Bee ocd by Cc Kt tax Jan. 20 
of following 
ear, other 
ov. 1 to 
Dee. 31, 

same year. 


$1 se feretetoctheni tend: Local assessor. . 5 he and haveaqer, 


4 monthe after 
death. 
March 1. 


Within 30 days 
after each 


Preceding 
montb. 


Fiscal year... 
missioner 


county and 
municipal 
clerks. 


Public Service 

Commission. 
ing} Date of appli-| Date privilege 
jon.| cation. is secured. 


— ne tax, mutual savings banks, societies not operating for profit; 
s Exemptions: Use for commercial pur 


——_ vehicles. 
© Numerous license taxes and fees, coh enthene for theatre, Toom, canvassing, bunting and fishing, etc., not 
itemized above. Part are for support of regulating bodies, part for state and local revenue. 


Commonwealth of Massachusetts held that levy of an 
excise or inheritance tax on the succession to prop- 
erty transferred under an irrevocable declaration of 
trust which was executed prior to the enactment of 
the tax law, is in violation of the contract clause of 
the Constitution and the due process clause of the 
Fourteenth Amendment. Decision of the Supreme 
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Judicial Court, which held the statute valid and sus- 
tained levy thereunder as an excise tax, reversed. 


The trust deed conveyed property in trust, the in- 
come to be paid to the settlors or their survivors 
during their life, and upon the death of the survivor 
the principal was to be divided among the five sons 
of the settlors. Such a trust deed was construed to 
constitute a fully executed contract. Moreover the 
succession was held to have been complete when 
the deed took effect. 


A lengthy dissenting opinion, written by Mr. 
Justice Roberts and concurred in by Mr. Justice 
Holmes, Mr. Justice Brandeis and Mr. Justice 
Stone, concludes with the following summary of 
principles on which disagreement with the majority 
opinion are based: 

In short, it is evident from the authorities cited, and 
many more which might be quoted, that the power to tax 
property, or a right, or a status, or a privilege, acquired or 
enjoyed by virtue of a contract, is no wise hindered or im- 
peded by the fact of the existence of the contract whether 
it antedates or follows the effective date of the taxing act. 
No exercise of a governmental power, whether it be that 
of taxation, police, or eminent domain, though it make less 
valuable the fruits of a private contract, can be said to im- 
pair the obligation thereof. 

The suit had its origin in an application for the 
abatement of an inheritance tax assessed under 
Chapter 65, General Laws of the State of Massachu- 
setts, effective since January 1, 1921, which provides: 

§ 1. “All property within the jurisdiction of the com- 
monwealth . . . which shall pass by . . . deed, grant or 
gift, except in cases of a bona fide purchase for full con- 
sideration in money or money’s worth . . . made or in- 
tended to take effect in possession or enjoyment after his 
death . . . to any person, absolutely or in trust . . . shall 
be subject toatax... .” 


§ 36. “This chapter shall apply only to property or 
interests therein passing or accruing upon the death of 
persons dying on or after May fourth, nineteen hundred 
and twenty. ri 


Ohio Legislative Delegates Drafts of New 
Tax Laws to Special Committee | 


HE Ohio General Assembly by resolution, has 

provided for the creation of a special committee 
to “prepare and introduce in the Senate and House 
such bills as they may agree upon, to provide for 
the raising of revenue from or by means of sales 
taxes, income taxes, or taxes on intangibles, or any 
form or. system which may seem desirable, and 
which will give to the people of this state an eff- 
cient, economic and just system of taxation as _de- 
fined by the State constitution, and the amendment 
of 1929.” 

The committee will consist of three members of 
the House and three members of the Senate. The 
resolution authorized three additional members to 
be appointed by the governor if he chose. Governor 
White has announced, however, that he will not ex- 
ercise the option. In declining to have a representa- 
tion on the Committee, Governor White stated that 
he was very much interested in seeing that “work- 
able and equitable” tax legislation is enacted, but 
expressed the opinion that since the drafting of the 
bill is entirely in the hands of the members of the 
General Assembly, the executive department of the 
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state ¢’ .ernment should not be actively repre- 
sented on any committee which is preparing leg- 
islation. 

The committee is given but sixty days for com- 
pletion of its report, but, as stated by State Senator 
Robert A. Taft, nearly all the essential facts have 
been gathered by the research division of the Gov- 
ernor’s Taxation Committee,’ the Ohio Chamber of 
Commerce, the Ohio Institution and other private 


groups, and are available to the legislative com- 
mittee. 


Tax on Income from Intangibles to Replace 
Vermont Property Tax Recommended 


EPLACEMENT of the present Vermont tax of 

X 4 mills on intangibles by an income tax upon 
dividends and interest from intangibles from what- 
ever source derived, including income from trusts, 
annuities and gifts made with the reservation of the 
income, is advocated by the Commissioner of Taxes 
of the State of Vermont in his biennial report to 
the General Assembly. 

The report points cut that the enforcement ma- 
chinery of the present tax is deficient, that the tax 
is unsuited to modern business organization and that 
a large amount of intangibles escape taxation. “The 
Intangible Law,” he says, “has served its purpose. 
Its benefits have been great, but a tax law which 
does not advance with the changes of the business 
world will soon fail.” 


Revision of Tax on Foreign Corporations 
Considered in North Carolina 


PROPOSED amendment to the North Caro- 

lina Revenue Act under which the franchise 

tax on foreign corporations would be based on the 

actual value of capital stock instead of on the nom- 

inal value, as applied under the present law, has been 

drafted by Attorney General Dennis Brummitt. 

The proposed amendment would make Section 211 
(2) of the revenue act read as follows: 

Upon the filing of the report and statement required in 
this section, the Commissioner of Internal Revenue, after 
finding such report to be correct, or if not correct, from 
his information upon an investigation, shall, on or before 
Aug. 1 of each year, or as soon thereafter as is practicable, 
ascertain and determine the market value, as of May 1 of 
the current year, of the issued and outstanding capital stock, 
and the correct amount of the issued and outstanding capital 
stock, surplus and undivided profits of each such foreign 
corporation. 

After so ascertaining and determining the market value 
of the issued and outstanding capital stock, and the correct 
amount of the issued and outstanding capital stock, sur- 
plus and undivided profits, of each such foreign corporation, 
as prescribed in this section, the Commissioner of Internal 
Revenue shall allocate to the business of such foreign cor- 
poration, doing business in this state, a proportion of the 
market value of such corporation’s issued and outstanding 
capital stock, but in no event less than the proportion of 
the determined amount of the capital stock, surplus and un- 
divided profits of each such corporation, in accordance with 
the general rules set out in Section 311 of this act, as the 
basis for allocating the proportion of the total net income 
of each such foreign corporation taxable as income earned 
in this State. 


1An article by Ralph T. Compton, Director of Research of The 
Governor’s Taxation Committee of Ohio, describing Ohio’s tax dilemma 
appeared in the January issue of THE Tax Macazine. 
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The proportion of the market value of the issued and 
outstanding capital stock of such foreign corporation, but 
in no event less than the proportion of the determined 
amount of the capital, surplus and undivided profit of each 
such foreign corporation, or the assessed value of all its 
property in this state, as set out in subsection (1) (j) 
hereof, allocated in accordance with the general rules of 
allocation set out in said Section 311, shall be deemed to be 
the proportion of the capital stock of each such foreign 
corporation used in connection with and employed in its 
business in this state and liable for the annual franchise tax 
under this section. 

After so ascertaining and determining the proportion of 
the capital stock of each such foreign corporation used in 
connection with and employed in its business in this state, 
the Commissioner of Internal Revenue shall anually levy 
and assess a franchise tax, for the privilege and franchise 
of engaging in, carrying on and doing business, and (or) 
the continuance of the corporate rights and privileges of 
each such foreign corporation by reason of its domestica- 
tion in this state, on each and every such foreign corpora- 
tion, calculated and determined at the rate of one dollar 
($1.00) for each one thousand dollars ($1,000) of the pro- 
portion of the market value of its capital stock as so ascer- 
tained and determined and so allocated to the business of 
each such foreign corporation and used in connection with 
and employed in its business in this state, but in no event 
less than the proportion of the determined amount of the 
issued and outstanding capital stock, surplus and undivided 
profits of such corporation, or the assessed value of all 


its property in this state as determined under subsection 
(2) (j) hereof. 


Alice C. Martin Case Decided Against State 
of Connecticut 


TAX decision involving comity of states in the 

administration of taxes on intangibles was ren- 
dered on February 10 by the Court of Appeals of 
the State of New York in the case of Estate of Alice 
C. Martin. 

The State of Connecticut petitioned the Surro- 
gate’s Court of the County of New York to direct 
the executor of the will of the decedent, Alice C. 
Martin, to remit certain securities of the estate to 
an administrator, c. t. a., appointed in Connecticut, 
the domicile of the testatrix. The purpose of the 
petition was to permit the assessment and collec- 
tion in Connecticut of a tax upon the transfer of 
securities (now in the State of New York) effected 
by the will. 

The Surrogate in New York refused to remit on 
two grounds. He held that to return the property 
would be equivalent to the enforcement by one 
state of the tax laws of another (Colorado v. Har- 
beck, 232 N. Y. 71). Secondly he held that as a 
matter of discretion relief should be refused, since 
compliance with the demand “would result in a de- 
pletion of the assets by the unnecessary expenses of 
a double administration.” The Appellate Division 
unanimously affirmed the Surrogate’s opinion. 

The Court of Appeals held it was unnecessary to 
pass on the question of whether this was an attempt 
to enforce a foreign tax law within Colorado v. Har- 
beck. Return of the assets is not a relief to be de- 
manded as of right. It may be granted or refused 
as a matter of discretion, and all the facts should be 
consulted. The Court, therefore, held: 

The executor in New York conveyed repeated offers to 
the taxing officers in Connecticut to make payment of any 
tax found owing at the domicile. What he refused was a 


wasteful duplication of administrations and accountings. In 
the review of such an order the jurisdiction of this court 
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is limited to a determination of the law. Discretion is not 
revised except for manifest abuse. 


The question whether “Connecticut has jurisdic- 
tion by proceedings in her own courts to impress a 
lien upon choses in action which had a situs in that 
state at the death of the testatrix, though the docu- 
mentary evidences are present in New York” was 
not before the court. Nor was there any attempt 
to say whether a lien for taxes duly laid by Con- 
necticut either by statute or by judgment upon 
assets with a situs in that state, will be recognized 
and enforced in the courts of New York on the same 
basis as any other charge or proprietary interest. 
The case presented no assessment and no claim of 
any lien that was presently enforceable. 


Individual and Corporation Income 
Taxes Before Utah Legislature 


WO measures involving the taxation of income 
have been introduced in the Utah Legislature— 
one an income tax on individuals and the other a 
corporation franchise tax based on net income. Both 
of these proposed acts were drawn up by a special 
committee at the direction of the Utah Tax Commis- 
sion, after careful study of tax systems in other states. 
The proposed levy on “net income” of individuals 
is 1 per cent on the first one thousand dollars of 
taxable income or any part thereof, and one-half per 
cent additional on each succeeding one. thousand 
dollars or fractional part thereof to a maximum of 
5 per cent on the ninth one thousand dollars or any 
part thereof or any amount in excess of nine thou- 
sand dollars. 

The corporate franchise tax bill provides for a tax 
of 2% per cent upon the net income, with no offsets 
and no exemptions. The 2% rate is the average of 
the rates in 14 states which levy a flat rate. Provi- 
sion is made for a minimum tax of one-twentieth 
of 1 per cent based upon the fair value of the capital 
stock. If any corporation has a tax based on net 
income less than the minimum tax, then the capital 
stock tax applies. The tax would apply to all corpora- 
tions within the state doing business for a profit, 
and includes banks and all competing corporate 
capital. 


Court Decisions 


Affiliated Corporations.—T wo corporations were affiliated 
within the meaning of Section 240 (b) of the 1918 Act, 
although the holders of all the stock of one owned only 
approximately three-fourths of the stock of the other. By 
reason of a pre-incorporation subscription agreement the 
parent company had complete control of the policies and 
management of the subsidiary.—United States Circuit Court 
of Appeals, Ninth Circuit, in David Burnet, Commissioner 
of Internal Revenue, v. Wilshire Oil Company, Inc., a Cor- 
horation. No. 6134. Decision of Board of Tax Appeals, 
13 BTA 4488, affirmed. 

Bad Debts Deductions.—Where the taxpayer took over 
the plant of an insolvent debtor in 1920 and credited his 
account with the appraised value of the plant, charging 
off the balance as a bad debt, such charge-off is an allow- 
able deduction for 1920, and is not such a partial charge-off 
as is not allowed by the 1918 Act.—Court of Claims of 
the United States in Southern California Box Company v. 
The United States. No. J-584. 

Claims for Refund.—Where the grounds of an action for 
recovery of 1918 and 1919 taxes are entirely different and 
distinct from the grounds stated in the claim for refund, 


‘Continued on page 110) 
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ON March 2 the United States Supreme Court rendered 
a series of decisions in interpretation of the Federal 
estate tax laws, which, on authority of May v. Heiner, 281 
U. S. 238 (April 14, 1930), in one case’ held that the corpus 
of a trust which was revocable with the consent of all the 
beneficiaries and which provided for the payment of the 
income to the settlor for life should not be included in the 
gross estate for the purpose of the Federal estate tax levy 
and in another case’ held that, the property placed in trust 
was not subject to the estate tax where the trust was revo- 
cable with the consent of one of the three beneficiaries, 
where the property was to revert to the settlor in case she 
survived the three beneficiaries, and where she retained the 
life use of the property transferred and reserved the power 
of approving any proposed change in the property con- 
veyed to the trust and of naming the proxies who should 
vote the stock conveyed to the trust. 

As construed by the Supreme Court, Congress, in Sec- 
tion 302 (c) of the Revenue Act of 1926 and in the corre- 
sponding section of prior laws, had not made the estate tax 
applicable to transfers or trusts such as were involved 
in the cases brought before the court, but the opinion was 
rendered further that Congress has the constitutional au- 
thority to impose prospectively the tax on such transfers 
or trusts. 

That it had been the intent of Congress to make the 
estate tax applicable to transfers in trust where possession 
or enjoyment of the income is reserved or where control 
is maintained over the beneficiaries was indicated by the 
prompt remedial action taken. On March 3, a House Joint 
Resolution was passed and approved the same day by 
the President, amending the first sentence of Section 302 
(c) of the Revenue Act of 1926 to read as follows: 

“(c) To the extent of any interest therein of which the 
decedent has at any time made a transfer, by trust or other- 
wise, in contemplation of or intended to take effect in pos- 
session or enjoyment at or after his death, including a trans- 
fer under which the transferor has retained for his life or 
any period not ending before his death (1) the possession or 
enjoyment of, or the income from, the property or (2) the 
right to designate the persons who shall possess or enjoy the 
property or the income therefrom; except in case of a bona 
fide sale for an adequate and full consideration in money 
or money’s worth.” (The remainder of subsection (c) re- 
mains the same as before.) 


THE effort to get through Congress a bill which would 
permit the Treasury to issue long-term bond offerings 
that would be exempt from surtaxes as well as the normal 
income tax met defeat in the Senate. The bill (H. R. 
16111), providing for an increase of $8,000,000,000 in the 
Treasury’s borrowing power for refinancing purposes was 
passed by the Senate, with the tax exemption feature 
sought by the Treasury Department eliminated, and the 
House agreed to the Senate amendment by unanimous 
consent. 


HE drastic decline in customs and internal revenue 
collections and the unpropitious outlook for any ma- 
terial increase in such revenues during 1931, together with 


1 Edgar M. Morsman, Jr., Adm. of the Estate of Edgar M. Mors- 
man ”: ‘ommissioner, No. 581. 

2Cyrus H. McCormick, et al., ——— a the Last Will and 
Testament of Nettie Fowler McCormick. No. 
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the increased appropriations made by Congress, clearly 
indicate that at the next session of Congress additional 
sources of Treasury income must be provided for. 

The method that the new Congress will take in effecting 
a balance between receipts and expenditures cannot, of 
course, be determined at this time, but is it a common 
assumption that the lion’s share of whatever additional 
revenue Congress deems to be required will come from 
increases in income tax rates. 

Perhaps prophetic of the character of prospective legisla- 
tion was the introduction on February 14 of a resolution (H. 
J. Res. 503) by Representative James A. Frear of Wiscon- 
sin which would increase the surtax rates under the income 
tax law. The rates as proposed begin with a two per cent 
levy on incomes of $10,000 and not in excess of $14,000 
and are graduated upward to a maximum of 25 per cent on 
net incomes of $500,000 and over. 

If individual income tax rates are increased, it is probable 
that corporations will be called upon to bear a part of the 
additional tax burden by some increase in the flat rate 
on corporation net incomes. In the meantime, it is certain 
that the Administration will do all within its power to avoid 
the necessity of increased taxation. 





P ETITIONS for rehearing have been filed in the United 
States Supreme Court in the cases of Oak Worsted 
Mills v. U. S., No. 104; and Taft Woolen Mill Company v. 
U. S., No. 105, in which the validity of Section 611 of the 
1928 Act, prohibiting refund of taxes collected after the 
statutory period where collection had been stayed by an 
abatement claim, was upheld. 

The petitioners contend that in applying the effect and 
validity of Section 611, the Court overlooked certain facts 
which distinguish these two cases from others decided at 
the same time (Jan. 26, 1931). 


r= Bureau of Internal Revenue has published a book- 
let of depreciation rates for about 3,000 items of prop- 
erty, which is entitled “Depreciation Studies—Preliminary 
Report of the Bureau of Internal Revenue.” 

This publication affords a useful guide to taxpayers. The 
foreword to the booklet states that the use of the rates of 
depreciation, which are based on the probable useful life 
of the various assets shown, is not prescribed in any par- 
ticular case. The rates are set forth solely as a guide 
or starting point from which correct rates may be deter- 
mined in the light of the experience of the property under 
consideration and all pertinent evidence. 

Moreover, it is pointed out that the estimates of useful 
life are for new equipment only. In applying the deprecia- 
tion rates indicated in the tables, it is stated that consideration 
should be given to salvage values, to that portion of the 
service life already used, and to that portion of the cost 
or other basis already recovered through prior deprecia- 
tion or other allowances. The rates of depreciation for 
the various items of property shown in the tables include 
an allowance for normal obsolescence; they do not include 
any allowance for sudden or extraordinary obsolescence. 

It is not required that property accounts be set up in 
such detail as may be suggested by the large number of in- 
dividual items in the published tables. The hope is ex- 
pressed, however, that the lists of assets shown. will assist 
taxpayers in grouping assets having the same uses and life, 
to the end that the portion of the depreciation bases of 
plant and equipment extinguished during the year may be 
determined with some degree of accuracy, which is not 
possible when a composite rate is applied to mixed prop- 
erty composed of assets in which there exists great varia- 
tions in the life thereof. 

The depreciation statistics represent the results of the 
Bureau’s studies over a period of five years, made with 
the cooperation of a number of trade associations and cor- 
porations, and covering a range of years beginning prior 
to the adoption of the Sixteenth Amendment to the United 
States Constitution and extending down to date. Since it 
is expected that revisions will be necessary in the light of 
changing “experiences, the Bureau welcomes the benefit of 
the continuing experiences of taxpayers as well as in- 
formation disclosing any material errors in the compilation. 
The 34-page booklet may be obtained from the Superin- 
tendent of Documents, Washington, D. C., for five cents. 
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A companion publication to the depreciation rate booklet 
is “Bulletin F,” revised January, 1931, a well written, easily 
understandable explanation of depreciation and obsoles- 
cence in theory and practice, giving numerous simple 
examples, copies of schédules such as are made a part 
of revenue agent’s reports, and concluding with excerpts 
from the Revenue Act of 1928 of the sections on this sub- 
ject. The booklet may be obtained from the Superintendent 
of Documents, Washington, D. C., for ten cents. 


ECEIPTS of the Federal Government for the seven 

months of the current fiscal year which ended on 
January 31 were nearly $250,000,000 less than in the cor- 
responding period of last year. As computed by the 
Treasury Department, there was a deficit on January 31, 
1931 of $235,066,975, as compared with $104,511,298 at the 
same time last year. When the difference in sinking fund 
operations is included, the Government was about 
$340,000,000 farther than last year from having a balance 
of receipts and expenditures. Interest payment on foreign 
debt have been applied during the current fiscal year to 
general expenses of the Federal Government, while last 
year they were allocated to debt reduction. 


In all major categories, with the exception of interest 
on the public debt and refunds of internal revenue taxes, 
Government expenditures show an increase over the seven- 
month period of last year. Interest payments totaled 
$325,572,200, a decrease of $38,000,000 as compared with such 
outlay for the corresponding period of the 1930 fiscal year, 
while tax refunds declined by $22,000,000 to the sum of 
$41,304,500. 

For the fiscal year to January 31, customs receipts totaled 
$230,192,900, a decrease of $113,299,000. Income tax re- 
ceipts amounted to $1,137,372,000, a decline of $77,000,000, 
while miscellaneous internal revenue netted $388,120,400, a 
decline of $34,000,000. 














- Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 

sappear on the surface. The letters are a 
real help to ali tax men. Clients include 
tax practitioners and corporation officers. 

May we send you a copy of our latest 

letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 


The Kiplinger Washington Agency, 

National Press Bldg., Washington, D. C. 
Please send me, without obligation, a compli- 

mentary copy of your bi-weekly tax letter. 
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Amendments of Regulations 


Federal Estate Tax.—Article 9 of Regulations 70 
(1929 edition), relating to credits against the Fed- 
eral estate tax allowed under Section 301 (b) of the 
Estate Tax Law for payments of death taxes actu- 
ally made to any of the several states, territories or 
the District of Columbia has been amended’ by 
striking out the last paragraph of subdivision (a)? 
and the last paragraph of subdivision (b)* thereof 
and by adding a sentence to the fourth paragraph 
of subdivision (a), to make it read as follows (new 
sentence in italic) : 


Where credits are allowed they will be applied against 
any unpaid tax, and if there then remains an amount not 
so applied the executor should file a claim for the refund 
of the amount of the Federal estate tax by which the credit 
exceeds the unpaid tax, or if the entire Federal estate tax 


1T. D. 4306: X-8-4951. 


2 The last paragraph of subdivision (a) which was stricken read 
as follows: 


“Where, either at or subsequent to the final audit of the return, 
the Commissioner is satisfied that the estate is entitled to a credit for 
the payment of any estate, inheritance, legacy, or succession taxes, 
he will make allowance thereof to the extent that such taxes do not 
exceed 80 per centum (25 per cent if the decedent died prior to the 
effective date of the Revenue Act of 1926) of the Federal estate tax 
determined upon final audit exclusive of the deficiency, if a deficiency 
is determined, but if such allowance is less than that to which the 
estate is entitled (due to the existence of a deficiency tax) then the 
allowance of the balance of the credit will be deferred until it is known 
that no petition has been or will be filed with the Board of Tax Ap- 
peals, or, if a , petition is filed, until after the decision of the Board has 
become final.” 


3 The stricken paragraph of subdivision (b) read as follows: 

“Where the Commissioner is satisfied that the estate is entitled 
to a credit on account of gift tax paid, such credit will be allowed 
only in accordance with the conditions prescribed in the last paragraph 
of subsection (a) of this article.” 
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has been paid, a claim for refund should be filed for the 
amount of the credit allowed. The provisions of this para- 
graph shall not apply to any case where a petition for a rede- 
termination of a deficiency ts duly filed with the Board of Tax 
Appeals on or after March 1, 1931. 

Article 9 of Regulations 68 (1924 edition) has 
been similarly amended‘ to conform with the effect 
of the amendment of Article 9 of Regulations 70. 










Rulings of the Bureau of Internal Revenue 


Affiliated Corporations.—Where an individual owns all 
of the stock of one corporation and he and that corporation 
own 95 per cent of the stock of a second corporation, a 
sufficient percentage of the stock of the two corporations 
is owned by “the same interests” within the meaning of 
Section 240 of the Revenue Act of 1926 to constitute an 
affiliation. 

General Counsel’s Memorandum 2780 (C. B. VII-1, 175) 


overruled in so far as inconsistent herewith—G. C. M. 8982: 
X-5-4920 (p. 5). 


Agreements to Suspend Statute of Limitations.—Agree- 
ments to suspend the running of the statute of limitations 
for filing suit on a rejected claim will not be entered into 
by the Commissioner until approximately one year prior 
to the expiration of the statutory period. I. T. 2489 (VIII- 
2 CB 151) revoked.—T. D. 4305: X-4-4917 (p. 5). 


Bankruptcy and Receiverships—Revenue Act of 1926.-— 
Under the Act of March 1, 1879, no taxes should be as- 
sessed against the trustees in bankruptcy of a partnership 
which conducted an ordinary banking business, if it is shown 
to the satisfaction of the Commissioner that the assets 
available for the payment of partnership debts are insuff- 
cient for the full payment of all the depositors. In the 
absence of such showing the trustees in bankruptcy are 
subject to tax. G. C. M. 8488: X-6-4927 (p. 4). 


Consent Agreements.—Effective December 31, 1930, no 
official or employee of the Bureau of Internal Revenue shall 
request in any manner that consents or waivers under 
Section 278 (c), Revenue Act of 1926, and Section 276 (b), 
Revenue Act of 1928, be filed with the Bureau, extending 
or further extending the statute of limitations on assess- 
ment of deficiencies in income or profits tax. Beginning 
December 31, 1930, such consents or waivers will be exe- 
cuted only at the written request of the taxpayer where 
it appears that, although the taxpayer has used ordinary 
diligence, the case can not be adequately presented and con- 
sidered within the statutory period of limitation properly 
applicable thereto. 

Officers and employees of the Bureau shall plan their 
work so that the tax liability may be determined within 
the period of limitation on the making of assessments pro- 
vided by the statute or statutes applicable to the specific 
case. 

All existing procedural instructions are hereby modified 
to bring the same in conformity with the foregoing. Noth- 
ing hereinabove contained is intended to affect in any man- 
ner the validity or legal status of such consents or waivers 
submitted to the Bureau prior to December 31, 1930. 

Queries regarding this manuscript should refer to the 
number thereof and to the symbols IT: E: JCW.—Mim. 
3857: X-7-4936 (p. 3). 


Contributions, Deductions for—The taxpayer named a 
university as the beneficiary in his, adjusted compensation 
certificate, and by means of delivery thereof and of a letter 
sought to transfer the certificate to the university. 

Held, by the provisions of the Act under which the ad- 
justed service certificate was issued the taxpayer is in- 
capable of divesting himself of the property or interest 
evidenced by the certificate prior to the maturity thereof. 
He is not entitled to any deduction therefor as a contri- 
ag in computing his net income. I. T. 2559: X-5-4919 
p. 3). 


Insurance Companies—Information at the Source.—A 
tuling is requested relative to the filing of information 
returns under Section 148 of the Revenue Act of 1928, in 


*T. D. 4307: X-8-4952. 
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view of General Counsel’s Memorandum 8826 (Bulletin 
IX-50, 8), in which it was concluded that renewal commis- 
sions On insurance premiums received by a trust created 
under the will of the decedent are taxable income only to 
the extent that the sums received after the decedent’s death 
exceed the fair market value of the contract right at that 
time. An insurance company has suggested that it be 
excused from including renewal commissions paid to the 
estates of deceased agents in the information returns re- 
quired to be filed, inasmuch as it has no means of deter- 
mining what portion, if any, of each payment made in such 
cases represents taxable income. 

Section 148 of the Revenue Act of 1928, and the cor- 
responding sections of prior Revenue Acts, was incorporated 
into the law for the purpose of enabling the Department to 
reach and impose a tax upon certain items of income, the 
existence of which might otherwise remain undisclosed. 
The necessity for the enactment is apparent. In view of 
this fact it is not believed that the Department may author- 
ize the omission of such items from the returns of infor- 
mation required to be filed by an insurance company. 
Where the payor has no means of determining what por- 
tion, if any, of each payment made in the foregoing cases 
represents taxable income, the requirements of the statute 
and the regulations would appear to be met by reporting 
the total payments made in each individual case. In such 
instances, the Bureau suggests that the payor indicate on 
Form 1099, or by an identifiable accompanying letter, that 
the amounts returned represent the total payments of re- 
newal commissions made during the calendar year, without 
attempting to determine for the purpose of the returns 
what portion of such payments represents a return of 
capital and what portion represents taxable income. The 
insurance company should also specify in each case the 
name of the decedent whose estate received the renewal 
commissions. The foregoing procedure should be followed, 
however, only where the payor has no means of deter- 
mining what portion of the renewal commissions repre- 
sents taxable income.—I. T. 2560; X-8-4945 (p. 3). 


Losses on Sale of Residence Property.—Certain property 
acquired by gift prior to March 1, 1913, was used by the 
taxpayer as her residence until vacated in 1925, when it 
was placed with a real estate firm primarily for sale. The 
taxpayer realized that a sale could only be made at a loss— 
that is, for an amount less than the March 1, 1913, value of 
the property. Held, the loss sustained from the sale of the 
property in 1927 was not incurred in a transaction entered 
into for profit and it is not deductible under Section 214 
(a) 5, Revenue Act of 1926,—G. C. M. 9087, X-7-4937 (p. 4). 


Net Loss Deductions.—Where the predecessor and suc- 
cessor companies were incorporated under the laws of the 
same state, with the same purposes and powers but with 
different capital structures, the assets and liabilities being 
taken over by the successor, and the predecessor remaining 
in existence for a time at least contemporaneously with 
the successor, the successor can not be considered to be 
the same taxpayer as the predecessor and a net loss sus- 
tained by the predecessor can not be deducted by the 
successor under Section 17, Revenue Act of 1928.—xX-1- 
4890 (p. 4). 


Sale of Patents and Copyrights—Revenue Act of 1918 
and Prior Acts.—The taxpayer, a foreign corporation, as- 
signed United States patent rights in 1905 for a considera- 
tion, part of which was paid in cash and the balance was 
to be paid in 18 equal annual installments beginning in 1906, 
with the provision that after May —, 1918, the balance, less 
5 per cent per annum, should become due upon demand. 
All agreements were performed, including payment of bal- 
ance due on demand after May —, 1918, discounted at 5 per 
cent. 


Held, the capital of the taxpayer on March 1, 1913, con- 
sisted of the right to receive the then remaining unpaid 
balance of the purchase price, and as respects each install- 
ment the difference between the March 1, 1913, value of 
the right to receive the same and the amount actually re- 
ceived constituted income subject to tax, and being income 
from property in or from sources within the United States 
(because income from American patents), it is taxable to 
the foreign corporation under the various Revenue Acts 
involved.—G. C. M. 8896: X-5-4921 (p. 8). 
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Social Clubs—Tax Liability—Where the board of gov- 
ernors of a social club is granted authority under the club’s 
by-laws to distribute equally to those members holding 
participating certificates any funds which may be available 
for the purpose from time to time, after reserving such 
funds as are sufficient in their judgment to provide for the 
needs of the club, the organization is not entitled to ex- 
emption from Federal income tax under Section 103 (9) 
of the Revenue Act of 1928 and the corresponding section 
of prior Revenue Acts.—I. T. 2557: X-4-4911 (p. 4). 


Stock or Securities Distributed in Reorganization—Rev- 
enue Act of 1926.—Where, pursuant to a plan of reorgani- 
zation, there was a distribution of stock and bonds to the 
stockholders of the old companies and/or to a committee 
representing those stockholders, and then a sale by those 
stockholders through their committee of a portion of the 
stock and bonds previously received by them, the gain or 
loss derived by each stockholder must be determined by 
comparing the amount of cash received by him from the 
sale of a portion of his stock and bonds with the basis of 
that portion determined pursuant to article 1599 of Regu- 
lations 69, as amended by Treasury Decision 4144 (C. B. 
VII-1, 55), and further amended by Treasury Decision 4274 
(C. B. VIII-2, 240).—G. C. M. 8751: X-6-4926 (p. 2). 


Court Decisions 
(Continued from page 106) 


the action can not be maintained—Court of Claims of 
the United States in Grays Harbor Motorship Corporation 
v. The United States, 45 Fed. (2d) 259. 

Taxpayer may not recover conceded overpayments of 
excess profits taxes, refund being barred because a timely 
refund claim was not filed. A general claim filed within 
the statutory period, stating no grounds but stating that 
a claim for special assessment would later be submitted, is 
not valid and may not be amended by another claim filed 
after the statutory period and claiming other grounds than 
special assessment, the Commissioner conceding the cor- 
rectness of the grounds other than special assessment.— 
United States Circuit Court of Appeals, Second Circuit, 
in Henry C. Zeller and Edward C. Zeller v. The United States 
of America. Decision of District Court, 35 Fed. (2d) 870, 
reversed. 

Executor who files a return for an estate in process of 
administration may not later recover taxes which he be- 
lieves should have been paid by the beneficiaries, there 
being no sufficient showing of the vesting of legal title 
to the income in the legatees.-—-United States Circuit Court 
of Appeals, Fifth Circuit, in E. S. Briant, Independent Ex- 
ecutor of Estate of J. D. Sugg, Deceased, v. George Hopkins, 
Collector of Internal Revenue, 44 Fed. (2d) 1012. Decision 
of District Court, No. Dist. of Texas, affirmed. 


“Completed Contract” Method of Reporting Income.— 
“Completed contract” method of reporting income from 
shipbuilding contracts with the Government for 1918, 1919, 
and 1920 is not allowable in amended returns, where the 
taxpayer did not elect in its books of account or original 
returns to follow this method, and the method is not found 
clearly to reflect its income—Court of Claims of the 
United States in Grays Harbor Motorship Corporation v. 
The United States, 45 Fed. (2d) 259. 

Deductions from Gross Income.—Additional compen- 
sation for 1918 authorized by the board of directors in 
1919 and paid to employees of a corporation in that year 
is not deductible in 1918. The informal decision in 1918 
of the three stockholders who held practically all the stock 
to pay the additional compensation did not constitute the 
legal obligation required by the statute to constitute “in- 
curred” expenses deductible in 1918—United States Cir- 
cuit Court of Appeals, Sixth Circuit, in The Bauer Brothers 
Company v. Commissioner of Internal Revenue. No. 5270. 
Decision of Board of Tax Appeals, 9 BTA 392, affirmed. 

President of a corporation is allowed deductions for 
operating losses of the corporation for which he reim- 
bursed the latter under a two-year contract with renewal 
option, by which the corporation agreed to pay him its 
profits for the period in lieu of salary if he would indem- 
nify the company for all losses sustained during the period. 
The agreement made all the operating losses of the cor- 
poraticn the losses of the individual taxpayer.—United 
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States Circuit Court of Appeals, First Circuit, in Harry 
H. Wiggin v. Commissioner of Internal Revenue. No. 2484, 
Oct. term, 1930. Decision of Board of Tax Appeals, 19 
BTA 282, reversed. 


Depreciation Adjustments in Computing Gain or Loss 
on Sale of Property.—Adjustment must be made under 
the 1926 Act for depreciation allowable to a trustee en- 
titled to depreciation, in computing gain or loss from the 
sale of depreciable trust property by the trustee, whether 
or not such deduction was claimed or was formally al- 
lowed. A State law that conflicts with this provision can 
not be given effect for tax purposes.—United States Circuit 
Court of Appeals, Third Circuit, in Fidelity-Philadelphia 
Trust Company, Trustee, Estate of Jacob K. Smith, v. Com- 
missioner of Internal Revenue. No. 4429. Oct. term, 1930. 
Decision of Board of Tax Appeals, 18 BTA 43, affirmed. 

Dividends, Taxable——Distributions in 1922, 1923, and 
1925 by trustees to stockholders of a national bank were 
taxable as dividends where made from assets of the bank 
transferred to trustees for the benefit of its stockholders 
prior to its merger with another national bank and pur- 
suant to the plan of merger whereby each bank contributed 
to the merged bank an equal amount of its assets, and 
stock of the new bank was exchanged share for share for 
stock of the old bank.—Court of Appeals of the District 
of Columbia in Executors of William E. Fulton, Deceased, 


v. Commissioner of Internal Revenue; William Shirley Fulton 


v. Commissioner of Internal Revenue. Nos. 4997 and 4998. 
Decision of Board of Tax Appeals, 15 BTA 1018, affirmed. 

Where salaries paid by a corporation are disallowed in 
part as excessive by the Commissioner, the stockholder- 
officer receiving the so-called salary may report as divi- 
dends the part so disallowed, but the burden is on him to 
show how much of the salary was disapproved and to fur- 
nish definite data from which to compute the. amount he 
is entitled to recover, and upon failure to sustain such 
burden, recovery will be denied.—District Court of the 
United States, Macon Div. of Middle District of Georgia, 
in J. S. Bone v. United States. At Law No. 152. 


Excise Taxes.—Fountain pens are subject to the tax on 
jewelry imposed by the 1921 Act only when they are orna- 
mented with chasing of precious metals. The commis- 
sioner’s regulation, taxing fountain pens equipped with gold 
pen points was too comprehensive, as such points are 
necessary parts of the pens and are not used for purposes 
of ornamentation or personal adornment. But in the ab- 
sence of evidence as to what part of the sales of fountain 
pens -were of pens with gold points without ornamental 
chasing, the taxpayer may not recover. 

Flat silverware, consisting of knives, forks, spoons, pitch- 
ers, etc., is a necessity rather than a luxury, and bears no 
close relationship to the general purpose and intent of 
ornamentation or display in the home. Such silverware is 
not subject to the excise tax imposed by the 1921 Act.— 
Court of Claims of the United States in Marshall Field & 
Company v. The United States. No. K-469. 

District Court has jurisdiction in actions for recovery of 
manufacturers’ excise taxes, collected under the 1921 and 
1924 Acts, and motions to dismiss, based on the 
provisions of section 424 of the 1928 Act, are 
deemed to raise only the question of jurisdiction and 
are therefore denied. In the jurisdiction of Connecticut, 
the method of attacking the sufficiency of a pleading is by 
demurrer, and as these actions are at law, the practice of 
the Connecticut courts governs. —United States Circuit 
Court of Appeals, Fifth Circuit, in Robert H. Lucas, Com- 
missioner of Internal Revenue, v. The Extension Oil Com- 


pany. “ No. 5936. 


Excise Tax on Clubs.—The Cordon, a club in Chicago, 
is not a social club, the dues of whose members are subject 
to tax, the object of the club as set out in its charter and 
the activities of its members showing that its predominating 
purpose is to foster the arts, its social features being inci- 
dental.—Court of Claims of the United States in The Cor- 
don v. The United States. No. K-349. 

Federal Estate Tax.—Gross estate of a nonresident not 
engaged in business in‘the United States shall include 
the value of loans made to his two stepsons, members 
of a copartnership of five members, engaged in dealing 
in money and securities. These loans may not be regarded 
as deposits in a bank, because they were made to the 
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two individuals. Furthermore, the partnership “had never 
complied with the laws of the State of New York to au- 
thorize it to do business as a banker.”—Court of Claims 
of the United States in Euphemia Van Rensselaer Todd, as 
Executrix of Sir Joseph White Todd, Deceased, v. The United 
States. No. J-374. 


Property in a trust created in 1908 should be excluded 
from the settlor’s gross estate under the 1926 Act, where 
the trust was to continue beyond the lives of the settlor’s 
children, the settlor’s reserved right to amend the trust 
provisions as to the disposition of income and principal 
being conditioned upon the assent of the trustee. The 
trustee was an “adverse interest,” so that the right of re- 
vocation and also all beneficial interest for taxing purposes 
were gone from the settlor.—United States Circuit Court 
of Appeals, First Circuit, in Thomas W. White, Collector, v. 
Linwood M. Erskine et al., Administrators. No. 2527. Oct. 


term, 1930. Decision of: District Court, 43 Fed. (2d) 765, 
affirmed. 


Recovery is denied the Government of a part of estate 
taxes of a decedent who died in 1921, refunded to the tax- 
payer before the Robbins decision, 269 U. S. 315, on the 
mistaken theory that half the California community prop- 
erty should be excluded from the decedent husband’s gross 
estate. The taxpayer was able to prove that the original 
estate tax was overpaid by more than the amount of the 
Government’s claim by reason of the inclusion in gross 
estate of certain real estate deeded to the decedent’s wife 
one month before his death. After submission of this issue 
to a jury a general verdict was rendered, the effect of 
which under the instruction of the court was to find that 
the transfer was not made in contemplation of death. Al- 
though section 951 of the Revised Statutes forbids the set- 
ting up by the defendants of a counterclaim without prior 
submission to the accounting officers of the Treasury De- 
partment, itis permissible for the defendants to show that 
the original tax was invalid in part.—United States Circuit 
Court of Appeals, Ninth Circuit, in United States of Amer- 
ica v. Frances Mackinnon Pusey, George G. Mackinnon, W1l- 
liam H. Mackinnon, Jr., Frances Mackinnon Colt and John S. 
Delancey, Guardian of John Mackinnon Delancey, a Minor. 
No. 6126. Decision of lower court affirmed. 


Insurance Companies—Deductions from Gross Income.— 
Insurance company’s reserves to cover its estimated lia- 
bility on liability and workmen’s compensation policies are 
deductible under Section 234 (a) (10) of the 1918 Act 
providing for deduction of “sums * * * paid within the tax- 
able year on policy * * * contracts,” inasmuch as the 
Regulations provide that “paid” includes “accrued” or “in- 
curred,” and inasmuch as “The business of insurance pre- 
supposes that the insurer is able to treat as accurately 
computable and predictable an aggregate of variables no 
one of which is either computable or predictable.”—United 
States Circuit Court of Appeals, Second Circuit, in The 
Ocean Accident and Guarantee Corporation, Ltd., v. Commis- 
sioner of Internal Revenue. Decision of Board of Tax Ap- 
peals, 16 BTA 1313, reversed. 


Insurance Companies, Taxation of.—Reserve required by 
state law to be held by a stock life insurance company for 
the payment of unsurrendered premium reduction coupons, 
and interest thereon which, at the option of the insured, 
may be used (1) to reduce the succeeding year’s premium, 
(2) to purchase paid-up additions to the face of the policy, 
(3) to reduce the number of premium payments or (4) 
be left with the company to accumulate at interest at 3% 
per cent, may be included as a part of its reserve funds 
under Section 245 (a) (2), 1921 and 1924 Acts.—United 
States Circuit Court of Appeals, Third Circuit, in Com- 
missioner of Internal Revenue v. Standard Life Insurance 
Company of America. No. 4324, Oct. term, 1930. Decision 
of Board of Tax Appeals, 13 BTA 13, affirmed. 


Interest on Credit for Overpayment of Taxes.—Interest 
on credit for 1918 taxes is allowable under the 1926 Act 
where approval of Collector’s schedule was made after 
the effective date of that act, the Commissioner’s determi- 
nation having been made before the effective date of the 
1926 Act. U.S. v. Swift & Co., [see heading “Statute of 
Limitations” below] is controlling —United States Supreme 
Court in Pottsdown Iron Company v. United States. No. 113. 
Oct. term, 1930. 
































































THE TAX MAGAZINE 111 


Interest on a credit is allowable in accordance with the 
law in effect on the date when the Commissioner approves 
the schedule of refunds and credits forwarded to him by 
the Collector. Where the 1924 Act came into effect after 
the original determination of the overpayment by the Com- 
missioner, but before the final approval of the Collector’s 
schedule of refunds and credits, the interest is allowable 
under the 1924 Act.—Supreme Court of the United States 
in United States of America v. Boston Buick Company; 
United States of America v. Iron Cap Copper Company. 
Nos. 42 and 43. Oct. term, 1930. 


Interest, Deductible.—Interest paid by a dealer in securi- 
ties on money borrowed to buy and carry municipal bonds 
is not deductible, the provisions of section 214 (a) (2) of 
the 1926 Act not being arbitrary and making no improper 
exemption. “The fact that respondent engaged in the 
business of buying and selling is not important.”—Supreme 
Court of the United States in U. G. Denman, Adm. of Charles 
H. Nauts, Collector of Internal Revenue, v. W. L. Slayton. 
No. 60, Oct. term, 1930. Decision of Circuit Court of Ap- 
peals, 36 Fed. (2d) 145, reversed. 


Interest on Overpayments.—Taxpayer is not entitled to 
interest on an overpayment for 1919 made on December 
16, 1920, and applied as a credit against a deficiency for 
1918 assessed on January 25, 1924, the schedule of over- 
assessments for 1919 being finally approved by the Com- 
missioner on April 13, 1926. Pursuant to Section 1116 of 
the 1926 Act, interest on a credit is allowed “to the due 
date of the amount againstewhich the credit is taken,” but 
here the tax against which the credit was made was already 
due when the credit was taken.—Court of Claims of the 
pons States in E. W. Boyd v. The United States. No. 
-625. 


Inventories.—Stock of supplies and living necessities 
kept by a sugar operating company in Cuba for the con- 
venience of its Cuban employees and furnished to them at 
cost may not be included in the company’s inventory and 
valued like the rest of the inventory, at cost or market 
whichever is lower. The Regulations, in including in items 
to be inventoried, merchandise intended for sale, mean 
income-producing sales. 


The Board took too narrow a view when it refused to 
permit the inclusion in the company’s inventory of any 
materials and supplies for the repair, maintenance and 
operation of its own plant because they were not consumed 
or used in productive processes. The cause is remanded 
for the purpose of determining how many of the items 
would be carried as current assets under good accounting 
practice.—United States Circuit Court of Appeals, Second 
Circuit, in Francisco Sugar Company v. Commissioner of In- 
ternal Revenue. Affirming as to issue (1) and remanding 
for reconsideration issue (2), Board of Tax Appeals de- 
cision, 14 BTA 1062. 

Inventory twice returned by the taxpayer and accepted 
by the Commissioner can be overthrown only by satisfac- 
tory proof of error and not by a mathematical calculation 
in which some essential facts are uncertain.—United States 
Circuit Court of Appeals, Third Circuit, in Universal Steel 
Company v. Commissioner of Internal Revenue. No. 4374. 
March term, 1930. Decision of Board of Tax Appeals, 
16 BTA 788, affirmed. 


Jurisdiction of District Courts in Tax Cases.—District 
Court for the Western District of Louisiana has jurisdic- 
tion as to an action for recovery of 1918 taxes brought 
against a Missouri corporation having “its principal office 
and place of business” in Shreveport, Louisiana. The leg- 
islative branch of the Government, pursuant to its power, 
has provided an exception, covering this case, as to the 
general rule that a suit upon a transitory action must be 
brought at the domicile of the defendant. The liability 
for the taxes in controversy arose within the judicial dis- 
trict inasmuch as the defendant made its tax return therein 
from its principal office or place of business in Shreveport. 
An action for the recovery of an amount of taxes for one 
year alleged to have been erroneously credited against tax 
liability for another year is an action for taxes and not 
one for “money erroneously had and received.”—District 
Court of the United States for the Western District of 
Louisiana, Shreveport Division, in United States of America 
v. Frost Lumber Industries, Inc. Law No. 1966. 























































































































































































































































































































































































































































112 THE TAX MAGAZINE 






Losses.— National bank stock assessments made by the 
Comptroller of the Currency for the purpose of replacing 
impaired capital are not deductible as a loss under the 1921 
Act.—United States Circuit Court of Appeals, Tenth Cir- 
cuit, in First National Bank in Wichita, Holmes and Clarence 
E. Beck, Trustees of the Estate of W. R. Ranney, Deceased, 


. Commissioner of Internal Revenue. No. 262. Oct. term, 
1930. 


Net Income Deductions Allowable to Owners of Docu- 
mented Vessels of United States—Merchant Marine Act 
of 1920 allows as a deduction from the net income of the 
owner, subject to profits taxes, the entire amount of the 
earnings of its vessels documented under the laws of the 
United States and operated in foreign trade, for each of 
the ten taxable years while so operated beginning with the 
first taxable year ended after June 5, 1920. Where a cor- 
poration has an established calendar year, and on March 1, 
1920, acquires the stock of another corporation, becoming 
affliated under the 1918 Act, such affiliation does not 
change the corporation’s taxable year, and its entire sep- 
arate income for the full year of 1920 is exempt from excess 
profits tax.—Court of Claims of the United States in 
American-Hawatuan Steamship Company, a Corporation, v. 
The United States. No. K-476. 


Net Losses.—No part of a net loss sustained in the fiscal 
year ended March 31, 1919, is deductible, as the fiscal year 
did not fall within the designated period of section 204 (b) 
of the 1918 Act.—United States Circuit Court of Appeals, 
Seventh Circuit, in William M. Le Moyne v. Commissioner of 
Internal Revenue. Chicago Shipping and Storage Company v. 
Commissioner of Internal Revenue. Park Fire Proof Storage 
Company v. Commissioner of Internal Revenue. Decisions 
ry Board of Tax Appeals, 15 BTA 425 and 15 BTA 431 af- 

rmed. 


Non-residents, Taxation ofA foreign citizen who 
came to this country only for the purpose of fulfilling 
operatic and concert singing engagements, his stays here 
being transitory, was a non-resident alien taxable only on 
income from sources within the United States. 

Income received by the above individual under contracts 
with a domestic corporation calling for royalties on sales 
in foreign countries of phonograph records made for the 
domestic corporation represented income from sources 
within the United States, primarily because the individual’s 
part in making the records was performed in this country. 
The fact that the foreign sales were made by foreign com- 
panies is immaterial—United States District Court, So. 
Dist. of New York, in Dorothy Caruso Ingram, as Ancillary 
Administratrix of the Estate of Enrico Caruso, deceased, v. 
Frank K. Bowers, individually and as Collector of Internal 
Revenue for the Second District of New York. 1.-35-157. 


Obsolescence of Property Arising from Prohibition Leg- 
islation—Amounts deducted for 1918 and 1919 for obso- 
lescence of buildings, machinery and equipment, caused by 
prohibition legislation, are allowable although the taxpayer 
continued to use a part of the property until 1921 in the 
manufacture of near beer. The rapid advance of the coun- 
try toward prohibition prior to and in 1917 was sufficient 
warning to warrant the conclusion that the period of 
obsolescence commenced in 1918 and ended upon the tak- 
ing effect of prohibition—Supreme Court of the United 
States in David Burnet, Commissioner of Internal Revenue, 
v. Niagara Falls Brewing Company and Paul A. Schoellkopf 
etal. No. 61. Oct. term 1930. Decision of Circuit Court of 
Appeals (CCA-2), 38 Fed. (2d) 217, affirmed. Decision 
of Board of Tax Appeals, 13 BTA 1040, reversed. 

Obsolescence of tangible property is deductible by a 
brewery on account of the imminence and incidence of pro- 
hibition legislation. Where there is no salvage value after 
prohibition, the entire depreciated cost may be ratably ap- 
portioned over a period beginning January 31, 1918, when 
it was known that prohibition would become effective, 
and ending January 16, 1920, the date it became effective.— 
Supreme Court of the United States in V. Loewers Gam- 
brinus Brewery Company v. Charles W. Anderson, Individually 
and as Collector of Internal Revenue of the United States. 
No. 332. Oct. term, 1930. Decision of Circuit Court of 
Appeals (CCA-2), 42 Fed. (2d) 216, reversed. 


Under Section 234 (a) (7) of the 1918 Act, a brewing 
company is entitled to allowance for obsolescence of its 
building that was caused by the imminence and taking 
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effect of prohibition—United States Supreme Court in 
David Burnet, Commissioner of Internal Revenue, v. National 
Industrial Alcohol Company, Inc. No. 109. Oct. term, 1930. 


Penalties, Collection of, Where Claim in Abatement Has 
Been Filed.—Five per cent penalty under Section 250 (e) 
of the 1918 Act for nonpayment of tax within ten days after 
notice and demand by the coflector may not be collected 
where a bona fide claim for abatement has been filed, even 
though the tax was not paid within ten days from the 
time the claim was rejected.—United States Circuit Court 
of Appeals, Seventh Circuit, in United States of America v. 
a Company, a Corporation. No. 4460. Oct. 
term, 1930. 


Personal Service Classification.—Findings of fact before 
the Board as to the capital required and used by a cor- 
poration whose business was selling goods on commission 
and also trading on its own account justified its holding 
that capital was a material income-producing factor in the 
business. Personal service classification for the fiscal year 
ended November 30, 1920, is denied.—United States Circuit 
Court of Appeals, Seventh Circuit, in Jenkins-Kreer & 
Company, Inc. v. Commissioner of Internal Revenue. No. 
4378. Oct. term, 1930. Decision of Board of Tax Appeals, 
17 BTA 202, affirmed. 


Petition to Review of Board Decisions—Proper Court 
for Filing.—Circuit Court of Appeals for the Second Circuit 
dismisses for lack of jurisdiction a petition for review of a 
decision of the Board of Tax Appeals brought by a St. 
Paul, Minnesota, taxpayer. “Under Section 1225 (b) Title 
20, U. S. C., the Circuit Court of Appeals for the Eighth 
Circuit was the only proper Court in which to file a pe- 
tition to review a decision of the Board.” The cause may 
not be brought in another Circuit by consent.—United 
States Circuit Court of Appeals, Second Circuit, in Grain 
King Manufacturing Company v. Commissioner: of Internal 
Revenue. 


Refund of Tax Overpayments.—On authority of Graham 
v. Goodcell, decided by the Supreme Court on January 26, 
1931, refund of taxes paid under protest after the statutory 
period is denied, collection having been stayed by an abate- 
ment claim.—Court of Claims of the United States in Ben- 
jamin F. Haas v. The United States. No. J-285. Similar 
decisions rendered in the cases of Albert Haas v. The 
United States, No. J-284; I. Lanski & Sons Scrap Iron Co. v. 
The United States, No. J-668; and Varsity Underwear Com- 
pany v. The United States, No. J-645. 


State Employee Defined.—Compensation received in 1923 
for legal services as counsel on routine matters and as 
attorney in litigation for the Fort Smith-Van Buren Bridge 
District created by the State of Arkansas to construct and 
operate a bridge, was not exempt, such officer not being a 
“State officer or employee” but an independent contractor. 
—United States Circuit Court of Appeals, Eighth Circuit, 
in David Burnet, Commissioner of Internal Revenue, v. James 
B. McDonough. No. 8977. Nov. term, 1930. Decision of 
Board of Tax Appeals, 16 BTA 556, reversed. 


Statute of Limitations—Claim for refund of 1917 taxes 
paid by crediting against them an overpayment for another 
year is timely where filed within four years from the date 
the Commissioner signs the schedule of refunds and credits 
forwarded to him by the Collector. It is that date, and 
not the date of the Commissioner’s original transmittal of 
the schedule of overpayments to the Collector that deter- 
mines the-date of allowance of the credit, which is equiv- 
alent to the date of payment of the tax.—Supreme Court 
of the United States in The United States v. Swift and 
Company. No. 56. Oct. term, 1930. 


Waiver of the statutory period for assessment and col- 
lection of taxes, signed after such statutory period, is valid. 
Stange v. U. S., decided by the Supreme Court on January 
5, 1931, followed. The validity of the waiver is not affected 
by the fact that it was signed for the corporation by its 
officers at a time when the corporate powers were sus- 
pended for nonpayment of corporate tax to the State of 
California. The corporate existence could be reviewed with 
full corporate powers upon paying its license tax to the 
State—United States Circuit Court of Appeals, Ninth 
Circuit, in California Iron Yards Company (a Corporation), 
v. Commissioner of Internal Revenue. No. 5962. Decision 
of Board of Tax Appeals, 15 BTA 25, affirmed. 
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Assessment waiver as to 1909 corporation excise tax ex- 
ecuted after the five-year period of limitation on assessment 
provided by the 1921 Act is valid to remove the bar of the 
statute, on the authority of Stange v. U. S., decided by the 
Supreme Court, January 5, 1931. 

Delay of collection of 1909 taxes until July, 1927, did not 
bar the right of the Government to collect, where an un- 
limited waiver was on file. At no time was there any 
attempt by the taxpayer to rescind the waiver.—United 
States District Court, Western District of Pennsylvania, in 
Big Four Oil & Gas Company, a Corporation v. D. B. Heiner, 
Collector of Internal Revenue. Law No. 6309. 

Refund of an overassessment for 1918 is barred by the 
statute of limitations, where, within the statutory period, a 
general claim for the refund of $1 or such larger amount 
as was legally refundable was filed, the claim stating no 
valid grounds for refund but reading in part: “The purpose 
in submitting this claim is to protect the taxpayer’s rights 
in respect of the time within which such claims must be 
filed.” Such a claim was nothing more than an effort to 
extend the statutory time for making a claim if grounds 
therefor should be discovered later. A claim filed after the 
statutory period for refund due to overpayment by reason 
of the taxpayer’s being entitled to special assessment (over- 
payment being conceded by the Commissioner) may not be 
considered an amendment of the original claim —United 
States Circuit Court of Appeals, Second Circuit, in Art 
Metal Construction Company v. United States of America. 
Decision of lower court, 35 Fed. (2d) 379, reversed. 

Refund of taxes incorrectly determined for 1919 and 
paid in 1920 is barred where action for recovery was 
brought more than five years after payment of the tax and 
more than two years after rejection of the claim for re- 
fund, although brought within two years after notice of 
such rejection. The Commissioner’s failure to give the 
notice within the time specified by law does not operate 
to extend the time for bringing suit, and waivers by the 
United States of immunity from suit must be strictly con- 
strued.—Supreme Court of the United States in The United 
States of America v. Theodore Michel; The United States of 
America v. Louis Krieger. Nos. 79 and 80. Oct. term, 1930. 


Decision of Circuit Court of Appeals, 37 Fed. (2d) 38, re- 
versed. 


Transferees—Tax Liability—Where a corporation, dis- 
solved in 1923, notified the Commissioner of such dissolu- 
tion, but later, in 1926, petitions to redetermine proposed 
deficiencies for 1918 and 1919 were filed with the Board of 
Tax Appeals in the name of the dissolved corporation, and 
signed by a former officer as secretary, without indicating 
to the Board that the corporation was not in existence, 
the tax as finally determined by the Board is binding on 
the successor corporation which assumed the liabilities of 
its predecessor. The action of the former officer of the 
dissolved corporation who was also an officer of the suc- 
cessor corporation, in signing the petition, was an action 
for the successor company. By its subsequent payment of 
the legal expenses incurred in protesting the tax, it must 
be held to have ratified the proceedings. The successor 
company “had no right to experiment with the situation 
and waste the time of the Board with void proceedings.” 


Unpaid balance of tax for the fiscal year ended March 
31, 1919, reported on the original return filed August 15, 
1918, may not be collected due to the statute of limitations 
having expired before suit was commenced in 1930. This 
unpaid balance does not stand on the same footing as the 
later deficiencies, as it was not involved in any manner in 
the proceeding before the Board.—District Court of the 
United States, No. Dist. of Ohio, East. Div., in United States 
of America v. Wolf Run Coal Company and Warner Col- 
lieries Company; United States of America v. W. H. Warner 
et al. In Equity Nos. 3447 and 3482. 


Suits for Recovery of Taxes.—Suit for the recovery of 
1917 taxes against which an overpayment for 1919 was ap- 
plied by the Collector after the statutory period for col- 
lection of 1917 taxes had expired may not be maintained 
where a claim for refund had not been filed previously as 
required by law. The sovereign government may prescribe 
the conditions under which it will consent to be sued.— 
District Court of the United States, Western District of 
Pennsylvania, in Wm. J. Friday & Co., a Corporation, v. 
The United States. Law No. 6265. 
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Trust Distinguished from Association.—Trust organized 
only to prove and sell an oil lease, and not operating in 
corporate form, is held taxable as a trust and not as an 
association, this decision being reached “not upon the 
basis of the powers potentially held by the petitioner, but 
of those actually used by it.’—United States Circuit Court 
of Appeals, Fifth Circuit, in Robert H. Lucas, Commissioner 


ala Revenue, v. The Extension Oil Company. No. 
936. 


- Significant Decisions of the Board 
of Tax Appeals 


Capital Expenditures.—Petitioner held not entitled, under 
the provisions of Section 206 of the Revenue Act of 1924, 
to deduct in 1924 the net losses of a predecessor corpora- 
tion for 1922 and a part of 1923. 

Amounts paid out by the petitioner upon obligations of 
a predecessor corporation, which it assumed as part con- 
sideration for the purchase of the assets of the predecessor 
corporation, constitute capital items and are not deductible 
from gross income as business expenses.—Athol Manufac- 
turing Co. v. Commissioner, Dec. 6690 [C. C. H.], Docket No. 
30388. Trussell dissented from this decision. 


Community Income.—Where a husband and wife living 
in State of Washington filed separate returns, and the hus- 
band reported a major part of the community income, held, 
the deficiency should be computed by including in petition- 
er’s gross income only his one-half of the community in- 
come.—E. H. Stanton v. Commissioner of Internal Revenue, 
Dec. 6662 [C. C. H.], Docket No. 19102. 

Where petitioner filed joint returns for himself and wife 
for 1923 and 1924 showing net losses for both years and 
the Commissioner in his audit of the returns determined a 
net income for each year, held that such income may not be 
taxed one-half to the petitioner and one-half to his wife as 
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community income, the filing of the joint returns constitut- 
ing an election binding on the petitioner—John H. Perry 
v. Commissioner, Dec. 6680 [C. C. H.], Docket No. 32748. 


Depreciation Allowances.—During the taxable years here 
under review the petitioner owned and used in its business 
a large collection of engineering and surveying records, 
books, plats, drawings, etc. Held, that these properties were 
during said years subject to exhaustion, wear and tear and 
did depreciate during those years. Held, further, that the 
amounts computed by the petitioner and charged off upon 
its books and claimed as deductions in its income tax re- 
turns for each of said years were a reasonable allowance for 
exhaustion, wear and tear of said properties and the deduc- 
tion of said amounts should be allowed in the computation 
of petitioner’s net income for said years.—Pitzman’s Co. of 
Surveyors & Engineers v. Commissioner, Dec. 6663 [C. C. H.], 
Docket Nos. 21745, 39299. Morris, Lansdon, Sternhagen, 
Arundell, Murdock and Matthews dissented from this de- 
cision. 

Dividends, When Taxable to Stockholders.—A corporate 
dividend declared and payable in 1927, check for which 
was mailed in 1927 and received by the stockholder in 1928, 
held within stockholder’s gross income of 1927. Commission- 
er v. Bingham, 35 Fed. (2d) 503, followed. Cecil Q. Adams, 
Dec. 6168, 20 B. T. A. 243, distinguished—Mary Miller 
Braxton v. Commissioner, Dec. 6695 [C. C. H.], Docket No. 
45436. Lansdon, Love, Phillips and Murdock dissent from 
this decision. 

Employee Pension Funds, Deductions for.—1. An amount 
credited by a taxpayer to a pension fund set up by it for 
the benefit of its employees may not be deducted’as an 
ordinary and necessary business expense in the absence of 
evidence establishing that an enforcible trust was created. 


2. In determining whether such a trust was created, the 
fact that the taxpayer, experienced in trust matters, delib- 
erately refrained from making a trust agreement or declara- 
tion can not be casually regarded. 
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3. Testimony of a trust officer of the taxpayer that he 
understood that other officers contemplated the pension 
fund to be permanent and irrevocable and that they did 
not feel that taxpayer could take back the principal and 
put it in other funds, does not warrant a conclusion that 
the fund was permanent and irrevocable and constituted 
a trust fund.—Merrill Trust Company v. Commissioner, Dec. 
6669 [C. C. H.], Docket No. 28802. Smith dissented from 
this decision. 


Federal Estate Tax.—In the absence of evidence that any 
part of an estate held as tenants by the entirety originally 
belonged to the surviving spouse; held, that the entire value 
of the estate is includable in the gross estate of a decedent, 


a resident of Michigan, dying after the effective date of the 
Revenue Act of 1924. 


The decedent and his wife owned certain mortgages 
payable to the decedent and his wife. Held, that the dece- 
dent and his wife were tenants in common of the mortgages 
under the laws of the State of Michigan, and that only 
one-half of the value thereof at the date of the death of the 
decedent should be included in the value of the gross estate. 

In the absence of evidence that any part of a deposit in a 
bank in the State of Michigan made in the joint names of 
the decedent and his wife payable to both or either, or the 
survivor, is shown to have originally belonged to the sur- 
vivor; held, that the entire amount of the deposit is includ- 
able in the value of the gross estate——Herbert D. Robinson, 
Executor of the Estate of Bernard Wurzburger, Dec. 6664 
[C. C. H.], Docket No. 34683. 


The decedent died on October 31, 1924, a citizen of Great 
Britain and a resident of Cuba. At the time of his death 
he was not engaged in business in the United States, but 
was possessed of certain intangible property consisting of 
stock in a foreign corporation and bonds of foreign cor- 
porations, foreign governments, domestic corporations and 
of a domestic municipality, the paper evidences of which 
were located in New York City. Said securities were de- 
posited in part with decedent’s son and in part with Law- 
rence Turnure & Company, for the sole purpose of having 
the income collected and deposited to the credit of the 
decedent. 

Held, that, with respect to said intangibles, the common 
law maxim mobilia sequuntur personam applies, and that 
said securities may not, under Section 303 (b) of the 1924 
Revenue Act, be included in determining the value of that 
part of the decedent’s gross estate which at the time of his 
death was situated in the United States—Ernest Brooks, 
Harold Wilson Brooks and Walter Douglas Brooks, Executors 
of the Estate of Ernest Augustus Brooks v. Commissioner, 
Dec, 6688 [C. C. H.], Docket No. 32401. 


Insurance Companies—Gross Income.—The premium re- 
ceipts of a mutual life insurance corporation within the 
taxable year except such portion of any actual premium re- 
ceived from any individual policyholder as is paid back or 
credited to or treated as an abatement of premium of such 
policyholder within the taxable year, are properly included 
in gross income. New York Life Ins. Co. v. Edwards, 271 
U. S. 109; Penn Mutual Life Ins. Co., 252 U. S. 523—Home 
Friendly Insurance Company of Maryland v. Commissioner, 
Dec. 6687 [C. C. H.], Docket No. 32090. 


Losses.—Where in 1917 one corporation owned all the 
stock of another and a consolidated return was filed in ac- 
cordance with Section 1331, Revenue Act of 1921, inter- 
company losses during the period of affiliation by reason 
of advances by one company to the other and the owner- 
ship of stock were not deductible in determining income 
subject to profits tax. Utica Knitting Co. v. United States, 
68 Ct. Cls. 77, followed—Aluminum Goods Manufacturing 


Company v. Commissioner, Dec. 6676 [C. C. H.], Docket No. 
15814. 


Net Loss, Deductions for.—In the case of the Standard 
Silica Co. v. Commissioner, Dec. 6691 [C. C. H.], Docket No. 
32636, the petitioner was held not entitled to deduct in 1923 
certain net losses of two predecessor companies incurred 
in 1921 and 1922, the petitioner being held not to be the 
“taxpayer” within the meaning of Section 204 of the Rev- 
enue Act of 1921. The Standard Silica Co. resulted from 
the consolidation of Standard Silica Sand Company and 


Belrose Sand Company. Trussell dissented from this de- 
cision. 
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1 the 
n ac- 


Attention of 


ee et ee 








116 THE TAX MAGAZINE 


Partnership Income.—A father was in partnership with 
his brother. The former desired to introduce his two sons 
into the firm as partners but the uncle would not consent. 
Held, that the father was taxable upon his entire distribu- 
tive share of the partnership profits, and held further, that 
the same result should be reached even if a subpartnership 
were found to exist between the father and his sons. 


The fair market value of certain lands and timber on 
March 1, 1913, determined from the evidence. 


An amount paid for removing certain sprouts and brush 
from previously cultivated land preparatory to raising a 
current crop of produce, held, to be an ordinary and necessary 
expense of doing business. 


Evidence offered by respondent held insufficient to over- 
come his determination of the actual number of feet of 
timber cut during the calendar year 1919.—Houston Brothers 
v. Commissioner; George T. Houston v. Commissioner; Philip 
D. Houston v. Commissioner; Horace K. Houston v. Com- 
missioner, Dec. 6685 [C. C. H.], Docket Nos. 12052, 13104, 
22007-22009. 


Trust Distinguished from Association.—Four individuals 
purchased a tract of land and created a trust in which each 
held an equal interest and with a single trustee, who held 
title and liquidated the property by subdivision and sale of 
lots through a real estate agent. No business was trans- 
acted by the trustee except the execution of deeds to lots 
sold by the agent, the collection from the agent of amounts 
received from lot sales, payment of expenses incurred by 
the agent for improvements and the making of distribu- 
tions to the four beneficiaries. Within one year from the 
date of enactment of the Revenue Act of 1928, the trustee 
notified the respondent in writing of his exercise as to the 
calendar years 1924 and 1925 of the option permitted by 
section 704 (b) thereof. Held, that for the years in question, 
the trust must be considered as a trust and not as an as- 
sociation, and its income, whether distributed or not, taxed 
in equal amounts to its four beneficiaries—Lucian S. Moore, 
Jr., Trustee, for the Lucian S. Moore, Jr. Trust v. Commis- 
sioner; Gaylord W. Gillis v. Commissioner; James S. Holden 
v. Commissioner; David S. Carter v. Commissioner, Dec. 6661 
[C. C. H.], Docket Nos. 38011, 42742, 42854, 42940. 


Trust Income—Tax Liability—The petitioners are bene- 
ficiaries of a certain trust and entitled to the income thereof. 
The trustee, in computing the net income of the trust for 
1921 to 1926, inclusive, deducted certain amounts for ex- 
haustion, wear and tear of the trust property, but distrib- 
uted among the petitioners the amounts deducted for ex- 
haustion, wear and tear, together with the net income so 
computed. Subsequently a court of competent jurisdiction 
in a proper suit brought by the remaindermen decided that 
the trustee should have retained the amounts for exhaus- 
tion, wear and tear of the trust property and ordered the 
petitioners to repay said amounts to the trustee. Held, 
that the amounts deducted for exhaustion, wear and tear 
of the trust property in the years 1921 to 1926, inclusive, 
were not income to the petitioners.—Marguerite T. Whit- 
comb v. Commissioner; Louise A. Whitcomb v. Commissioner; 
Lydia L. Whitcomb v. Commissioner; Estate of Louise P. V. 
Whitcomb v. Commissioner; Charlotte A. W. Lepic v. Com- 
missioner, Dec. 6693 [C. C. H.], Docket Nos. 16117, 16118, 
16119, 16120, 16121, 16122, 27940, 27941, 27942, 27943, 27944, 
46510, 46511, 46512 and 46513. Murdock wrote a dissenting 
opinion, with which Smith, Sternhagen, Phillips, Arundell 
and Black agree. 


Business Books 


Federal Income Taxation—1931 Cumulative Supplement, by 
Joseph J. Klein, pp. 537. John Wiley & Sons, Inc., New 
York. ($6.00.) 


This volume is intended to be used solely in connection 
with Dr. Klein’s excellent manual of taxation, which was 
originally published in 1929, and supplants the 1930 sup- 
plement. This book presents in convenient form decisions 
and rulings in interpretation of Federal income tax law 
rendered during the last two years. The editorial style 
which distinguished the original book is appropriately fol- 
lowed, and throughout the supplement gives evidence of 
maintaining the high standards previously established. 
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What Is Income for New York Franchise 
Tax Purposes? 
(Continued from page 94) 


applicable. What are the weighted factors to be 
used to determine the taxes, should the securities be 
treated as merchandise and be valued at the lower 
of cost or market, and what steps may be taken to 
avoid or lessen the tax in the future are important 
unsettled questions. Important to the corporation 
from the viewpoint of cost and certainty, and to the 
state from the viewpoint of revenue and retention of 
this mobile business in this state. 


Again questions arise out of the purchase or sale 






of capital and other actively employed assets. Tof 


illustrate assume that half of a corporation’s assets, 
business, and income are in New York State and the 
other half in New Jersey. If the New Jersey plant 
is sold in January of the base year, at a considerable 
profit, unless modified, the prescribed formula would 
erroneously allocate the New Jersey profit to New 
York. 


The preparation of consolidated reports requires 
very careful consideration especially when the con- 
solidated corporations are not engaged in the same 
or similar business, and also where the percentage 
of return per invested dollar varies. Note what was 
said by the United States District Court in the case 
of Gorham Mfg. Co. v. Travis," which in part reads 
as follows: 


Perhaps the taxpayer must have the right to show that 
parts of the foreign assets are not functionally connected 
with the local business, perhaps he must have the further 
right to show that though functionally a part . . . the 
formula works with gross inequity. I think he has both 
these rights. 


Reasonableness, the Basis for Depreciation 
(Continued from page 97) 


machine will produce a larger and better output, 
with less cost for labor, power and other operating 
expenses, than an older machine. The straight-line 
method produces a fixed percentage of annual net 
income to investment in cases where the net earn- 
ings, before depreciation, decline at a certain rate 
from year to year. This method, therefore, while 
satisfactory for many assets, does not produce rea- 
sonable results in the case of assets where the net 
earnings do not decline. In the case of property 
where the income, instead of declining, progres- 
sively rises each year for a long period and then 
declines—for example, facilities of new public utili- 
ties, built to provide for expected growth of the 
community—the straight-line method is particularly 
objectionable. 


Where the earnings, before deducting deprecia 
tion, decline more steeply than is allowed for in the 
straight-line basis, the declining balance basis 0 
depreciation, or some variation of it, is much mort 
reasonable. The principle on which this method is 
based is that property does not depreciate at an 
equal annual amount during its life but at an equal 
annual rate. This method has received recognition 


17274 Fed. 975. 
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C] HE Committee on Revision of League Law, after two years of arduous labor, is now pre- ; 
pared to offer this valuable handbook to the members of the League. This is a most valuable 
asset to League membership. It is being published by order of the 1928 convention under the 
direction of the Executive Committee which has fixed-the price practically at cost. Complete in- 
formation concerning the Commercial Law League of America is contained in this work which 
covers its history from its inception in 1895 to the present date. 












The book, which is nine by six inches, is durably and attractively bound in semi-flexible imitation 
brown leather with the title and seal of the League embossed in gold. The loose-leaf binder is the 


finest type made—being the Heinn Company “Speedlock” which is easily operated when additions 
are made to the book. 





MNT OULU 


It will be kept up-to-date by the insertion of new copy supplied by the League annually. This will 
include new and revised rosters of the entire membership, lists of house agencies, changes in League 
law and any other matter pertaining to the volume. An exhaustive index is included. The type 


is large and clear and the book is beautifully and artistically done and will prove a handsome orna- 
ment ‘to the finest desk. 









Special Committee to Revise the League Law 
Marshall D. Wilber, Chicago; Harry Hertzberg, San Antonio; Wm. H. Montgomery, Poughkeepsie; Thad. 
M. Talcott, South Bend; George Burns, Rochester; Thomas F. Dolan, Boston; Martin J. Teigan, Ex-Officio, 
Chicago; Frederick A. Lind, Chicago, Chairman. 
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History of the Commercial Law League of America 

Roster of officers of the League, including members of the Executive Committee 

Conventions, attendance and presiding officers 

Constitution, by-laws and operative resolutions of the League 

Selected chapters from William C. Sprague’s book, ““The Commercial Lawyer and 
His Work” 

Selected articles on practice of Commercial Law by former presidents and other mem- 
bers of the League 

Article on law office management 

Article on parliamentary law 

Article on the business side of practicing law 

Rulings and opinions of Executive Secretary 
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Orders should be sent to the office of the Executive Secretary which has charge of 
the distribution of this book. SEND IN YOUR CHECK TODAY. 
PRICE TWO DOLLARS AND FIFTY CENTS. 


—COUPON — 
CoMMERCIAL LAW LEAGUE OF AMERICA, 137 South La Salle Street, Chicago. 


Enclosed please find my order fot................ copy of HANDBOOK OF COMMERCIAL LAW 
LEAGUE OF AMERICA, priced $2.50, postpaid. I enclose check............ , Money ordet............... 
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by the Treasury Department and the Board of Tax 
Appeals (I. T. 2369, VI-2, C. B. 63; Good Manufac- 
turing Company, 7 B. T. A. 202; Albea Appeal, 4 
B. T. A. 1184; Appeal of Leedy Mfg. Co.,2 B. T. A. 
203 ; Appeal of Ezra Z. Eaton, 2 B. T. A. 463). 


Depreciation, it must be emphasized, is not a mat- 
ter of accounting formula, or even of engineering 
observation. Reasonableness of depreciation is not 
something that can be measured from the asset it- 
self. It must take into account, as best it can, other 
factors as well, particularly the trend of the prospec- 
tive earnings from which the depreciation allowance 
is to come. 


Losses Minimize Taxes 
(Continued from page 102) 


debtor relationship, deductions attributable to such 
compromises must be taken as losses in the manner 
discussed in the next paragraph. 

In one of its first decisions the Board decided that 
a loss resulting from the settlement of a dispute 
with a customer over additional freight on a ship- 
ment of goods constituted a deductible item in the 
year it was settled by compromise.’ The Board 
reached a similar conclusion in the case of the com- 
promise of a court suit, the result of an alleged 
breach of contract to deliver steel.” Where a 
$12,000 partially insecured indebtedness was can- 
celled to the extent of $5,195.62 and kept open in the 
sum of $5,500 on the strength of security posted by 
a third party and it appeared that the debtor had no 
financial worth, the amount cancelled was allowed 
as a deductible loss and not as a bad debt.%° Where 
there was a composition agreement of creditors to 
accept 25 per cent in lieu of 100 per cent of the obli- 
gations due from their mutual debtor, the deduction 
of 75 per cent of the original indebtedness as a loss 
was permitted.™** 


As far as the debtor is concerned the forgiveness 
of indebtedness may amount to (1) a payment of 
income, (2) a gift or (3) a capital transaction.**? 
According to the Commissioner, if forgiveness is 
based on services rendered the creditor by the 
debtor, taxable income is realized by the latter. If 
the debt is cancelled without consideration, a gift 
results. In a leading 1930 court decision judgment 
went against the Commissioner, who attempted to 
hold that the amount of indebtedness forgiven to an 
insolvent corporation under a fifty per cent compro- 
mise agreement with its creditors constituted tax- 
able income.*** 


Charitable Contributions 


The business depression and resultant hard times 
throughout 1930 have been the occasion for the 
solicitation and payment of charitable contributions 
in in larger amounts and from a greater number of 


8 Appeal of # aaa Dec. 259, 1 B. T. A. 690, Acq. IV-1 C. B. 3; 
311 CCH { 398. 

129 Appeal of anit Wheel and Foundry Co., Dec. 1360, 3 B. T. A. 
1168, Acq. VI-1 C. B. 5; 311 CCH { 409.34. 

19 First National Bank < Durant, Okla. v. Com., Dec. 2259, 6 
B. T. A. 545, Acq. VI-2 C. B. 311 CCH { 195.872. 

131 P; Pacific Novelty Co. v. pet Dec. 2947, 5 B.T. A. 1017, Acq. 
VI-1 C.B. 5; 311 CCH { 207.242. 

18 Article 64; 311 CCH {77. 

133 Com. v. Simmons Gin Co. ., (C. C. A. 10th. Cir.) 43 Fed. (2d) 327, 
aff’g = 5215, 16 B. T. A. 793, Nonacq. VIII-2 C. B. 71; 311 CCH 
{ 77.0 
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sources than in prior years. The Revenue Act ex- 
tends a limited benefit to individual donors in the 
form of a deductible allowance for contributions or 
gifts to an aggregate amount of 15 per cent of the 
taxpayer’s net income when made to or for the use 
of any corporation, trust, community chest, fund or 
foundation, organized and operated exclusively for 
charitable purposes, no part of the net earnings of 
which inures to the benefit of any private sharehold- 
ers or individuals.*** This deduction is not allowed 
corporations or partnerships. The members of part- 
nerships in computing their net incomes may, indi- 
vidually, take credit for their proportion of such 
gifts made by the firm. The American Red Cross, 
Salvation Army,*** a Christmas fund for the poor,}** 
social settlements and corporations engaged in 
similar social work’? and local Community Chests 
are typical examples of the type of organizations 
meeting the statutory test. Gifts made directly to 
an individual or unorganized groups of individuals, 
no matter how deserving, are, of course, non- 
deductible. A donation may be deducted, however, 
even if made to a donee not included in the statutory 
specifications, provided it is made for the use of a 
beneficiary or beneficiaries within those descrip- 
tions. The basis for the deduction of property 
donated is its fair market value at the time of the 
gift. 

There is no express statutory provision permitting 
a deduction on account of charitable contributions 
of a corporation, as there is in the case of individ- 
uals. Ifa deduction is to be supported at all, it must 
be taken (without limitation) as an ordinary and 
necessary business expense of-the trade or business 
within the purview of Section 23 (a).4%* The Com- 
missioner limits the allowance to “Donations which 
legitimately represent a consideration for a benefit 
flowing directly to the corporation as an incident of 
its business * * *,.” It has been held that a direct 
benefit accrued to a corporate donor from gifts to a 
welfare league of its employees which provided hos- 
pital accommodations for its members.¥® Also in 
the case of donations to an association maintaining 
welfare workers for the benefit of the company’s 
employees,**° and gifts to a hospital where the taxpay- 
er’s employees and their dependents constituted two- 
thirds of the population of the city and it became 
necessary to build its own hospital or make the 
contribution.** Two leading 1930 decisions dealing 
with this subject have widely broadened the scope 
in which deductions may be claimed and, according 
to some, clear the way for the Commissioner’s 
allowance of some border line items which he now 
denies, such as a corporate donation to a local Com- 
munity Chest.1#? 


1% Sec. 23 (n) (2); 311 CCH { 328 
1% Epa yf Douglas, Dec. 140, 1 B.T. A. 373, Acq. IV-1 C. B. 2; 


311 CCH 43 

1 Appeal. of “ivot, Dec. 1629, 4 B. T. A. 915, Acq. VI-1 C. B. 6; 
311 CCH 3 

at S. M. 3160, “III-2 C.B. 151; 311 GCH { 331.17. 

188 311 CCH 145. 


mT. T. 1217, I-1 C. B. 275; 311 Xs pee. 

140 a, of Lihue Plantation Co., » Dec. 792, 2 B.T.A. 740, 
Acq. V-1 C. B. 4; 311 CCH J 332. 061. 

141 Corning Glass Works v. Com. (Ct. Apps. D. of C.) 37 Fed. Ge 
798, rev’g on this issue, Dec. 3233, 9 B. T. A. 771, cert. denied, 

Uz S. 695; 311 CCH { 332.092. 

142 American Rolling Mill Co. Com., (C. C. A. 6th a %q 41 Fed. 
(2d) 314, modifying (1) and aff’g 2) Dec. 4630, 14 B. T. A. 529; 311 
CCH { 332. 103, and Killian Co. v. Com., Dec. 6137, 20 B.T. A. 80; 
311 CCH § 332.075. 
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Throughout the nation concentrated drives insti- 
tuted in 1930 are still under way by various types of 
agencies for the raising of funds to relieve local un- 
employment. A very récent ruling of the Commis- 
sioner indicates that individual gifts to such funds 
are deductible by the contributor as charitable 
donations.*** The ruling referred to deals specifically 
with one of the largest employment relief organiza- 
tions in the country, the Emergency Employment 
Committee of New York City. Its purpose was to 
raise $8,000,000 to be expended by the major welfare 
agencies of that city for the relief of the unemployed. 
The ruling under discussion specifically states that a 
similar corporate contribution will be allowed as an 
ordinary and necessary business expense deduction 
only if there is an affirmative showing that the pay- 
ment results in a direct benefit to the corporation 
through increased earnings or otherwise. 





143 See unpublished Bureau Letter at § 6423, Vol. III, 1930 CCH 
Fed. Tax Service. 


Taxable Income Under the Sixteenth 
Amendment 
(Continued from page 90) 


B) restricted the deduction for losses from sales of 
property to losses “incurred in trade,” while all prof- 
its were taxed. In Mente v. Eisner,” thé question of 
the construction of this provision was before the 
Circuit Court of Appeals for the Second Circuit. 
Counsel for the taxpayer apparently conceded that 
the Act was constitutional, and the Supreme Court 
declined to take up the case on the only question 
at issue, namely, whether sales of cotton futures 
made by Mente were part of his trade or business. 
Under the Revenue Acts of 1918 and 1921, this con- 
stitutional question did not arise, because Congress, 
in these Acts, permitted the deduction in full of all 
losses incurred in transactions entered into for 
profit. 


The question is again raised, however, in connec- 
tion with the so-called “capital loss” provision of the 
1924, 1926 and 1928 Acts. This provision restricts 
the reduction in tax on account of losses from sales 
of property held for investment for more than two 
years, to 124%4% of the amount of such losses, while 
the taxpayer is taxed on ordinary income at rates 
running up to 25% (46% under the 1924 Act). This 
provision as to capital losses is the complement of a 
provision limiting the tax on capital gains to 124% 
of the gain, and if the provisfon as to losses merely 
required that capital losses be offset, pro tanto, 
against capital gains, it would not be open to attack. 
The provision was thus limited in the Revenue Act 
of 1921. The present provision however applies to 
the entire amount of capital losses, even though they 
exceed the taxpayer’s capital gains. Consequently, 
wherever the tax on income (before deduction of 
capital losses) exceeds 124%, the effect of the cap- 
ital loss provision is the same as if the loss were only 
partly allowed as an offset against income. 





21266 Fed. 161 (C.C.A. 2d, 1920); cert. den. 254 U. S. 635, 41 
Sup. Ct. 8 (1920). 
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If the Supreme Court takes the position that the 
taxpayer must be permitted to offset losses against 
gains, in computing “income” taxable under the 
Amendment, it may well recognize that the “capital 
loss” provision in effect partially disallows certain 
losses on sales of property and hold that the provi- 
sion is unconstitutional. 


This article deals primarily with the question of 
the limitations, if any, on the taxation, under the 
Sixteenth Amendment, of amounts actually received 
by the taxpayer. We cannot resist the temptation, 
however, to take up briefly the interesting question 
at issue in the case of Commissioner v. Independent 
Life Insurance Company, now pending on appeal 
before the Circuit Court of Appeals for the Sixth Cir- 
cuit, in which the United States Board of Tax 
Appeals held that the rental value of the space occu- 
pied by the insurance company in its own building 
could not be taxed as income.” 


The annual rental value of real estate occupied 
by the owner has, for decades, been one of the prin- 
cipal items subject to tax under the British Income 
Tax Laws.” The question, however, is not whether 
the ordinary Englishman,** but whether the ordinary 
American, in 1913, would have considered the item in 
question as falling within the category of “income.” 
It is submitted that the ordinary American did not 
in 1913 (and does not today) consider the rental 
value of property owned and occupied by himself as 
income,”® and that (even though the Supreme Court 
has recently gone far in holding persons chargeable 
with taxable income which has not been and will not 
be received by them),”® the Board’s decision was 
sound and should be sustained. 


There is at present an inequality under the income 
tax law because of the fact that, while the man who 
owns and occupies his own home is permitted to 
exclude the annual rental value of his home from in- 
come, the man who rents his house or apartment is 
not permitted to deduct his rent as an expense. It 
has been urged that this inequality should be re- 
moved by an amendment to the present law. This 
could be done just as effectively (and without run- 
ning the risk of unconstitutionality) by permitting 
the renter to deduct his rent as an item of expense as 
by including rental value as income. Two of the 
Civil War income tax laws permitted such a deduc- 
tion for rent.2” Possible abuse of the deduction 
could be avoided by a provision, such as now exists 
in the case of the deduction for charitable contribu- 
tions, limiting the deduction to some fixed percen- 
tage of the taxpayer’s net income. 





217 B.T.A. 757 (1929). 

See Income Tax 1918, 8 and 9, Geo. V. c. 40, First Schedule, 
Schedule A, Rule 1 (2). 

* The Supreme Court so held in Merchants’ Loan & Trust Co. v. 
Smietanka, supra note 3, in deciding that profits from the sale of assets 
purchased primarily for investment are “income” within the meaning 
-. the Sixteenth Amendment, although not taxed as income in Great 

ritain. 

2% The same would, of course, hold true of other so-called “psychic” 
income, eé. g., the periodic value of a private picture gallery or automobile. 

2% Old Colony Trust Co. v. Commissioner, 279 U. S. 716, 49 ern 
Ct. 499 (1929) and ae States v. Boston & *Maine Railroad, 279 U 

732, 49 Sup. Ct. 505 (1929), in which the Court held that the amount 
of income oS on and paid by B, pursuant to a contract be- 


tween A and B, directly to the taxin authority, is taxable to A; and 
Corliss v. Bowers, 281 U. S. 376, 50 Sup. Ct. 336 (1930), in which the 
Court held that income of a revocable trust is taxable to the settlor of 
the trust, although not received by him. 

7 Sec. 11 of the Act of March 3, 1863 (12 Stat. 713) and Sec. 117 
of the Act of June 30, 1864 (13 Stat. 223). 















